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Coming—in the next issue, for the first time 
we will cover a business problem which 
recurs frequently. The descriptive title of 
the article: ‘Taxable Incidence of Rent- 
Free Occupancy." Its authors: Joseph M. 
Midler and Robert Sterling. 


As a word of friendly advice to political 
candidates, we are offering ‘‘Tax Results of 
Political Contributions,"’ by Arnold Bloom. 


Many readers will profit from Wallace R. 
Baker's article entitled ‘‘Foreign Holding 
Companies and Foreign Tax Credits."’ 


And for the following month, we have 
scheduled the very interesting and inform- 
ative papers which will be presented at 
the University of Chicago Law School's 
Ninth Annual Federal Tax Conference on 
October 24, 25 and 26 in Chicago. 





Tus magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation. 
To this end it contains signed 
articles on tax subjects of 
current interest, reports on 
pending state tax legislation, 
interpretations of tax laws 
and other tax information. 


The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Respon- 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Hditor, Henry L. Stewart; 
Washington Editor, Lyman 
L. Long; Business Manager, 
George J. Zahringer; Circula- 
tion Manager, M. S. Hixson 
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lr YOUR CLIENT has a loss from a side- 
line business, whether he is entitled to a net operating loss 
deduction and carry-back depends on how much salary he gets 
from his regular job.—Overly, CCH Dec. 21,901(M), 15 TCM 
1044. The Tax Court will follow its decision in the LaGreide case. 
There the taxpayer had a loss of about $2,000 from a business 
and a salary from all sources of about $1,000. He was allowed a 
net operating loss of about $1,000. In the Overly case, the loss 
was $22,000. The salary was $39,000. The net operating loss was 
nil. For a complete picture see Luton, CCH Dec. 19,217, 18 TC 
1153; LaGreide, CCH Dec. 20,721, 23 TC 508. If you look into 
this situation, you will come across the Sic case (CCH Dec. 
16,435, 10 TC 1096, aff’d, 49-2 usrc 19439 (CA-8)). This case 
distinguishes between an operating loss and loss on sale of the 
business, but its fangs were pulled by the 1954 Code. 


Mucr LIFE INSURANCE is prevented 
from being counted in the estate of the decedent because of care- 
ful observance of the “incidents of ownership” rule. For instance, 
when the wife applies for and owns insurance on the husband’s 
life it usually is not counted. The rule is applicable to two situ- 
ations: that involving insured’s dying before August 17, 1954, 
and that involving the insured’s dying after August 17, 1954. Sec- 
tion 811(g)(2) of the 1939 Code applies to the former and Section 
2042(2) of the 1954 Code applies to the latter. What are incidents 
of ownership? They include right to change beneficiary, right to sur- 
render policies for cash and sometimes reversionary interests. This 
rule has been stretched a bit by the recent Karagheusian decision. 
Here, the husband’s policies were in a trust. The wife, daughter 
and husband retained the power to alter, etc., the trust. The 
Second Circuit reversed the Tax Court and held that the proceeds 
of the insurance in the trust should be included in the decedent’s 
estate. The decedent’s control over the policies was indirect—by 
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being able to alter the trust in conjunction with his wife and 
daughter, he could change the beneficiary of the policies. This 
is an enlargement of the “incidents of ownership” rule-—Aarag- 
heusian v. Commissioner, 56-1 ustc § 11,605. 


A TRUCKER drove his tractors and trailers 
about 130,000 miles a year. In prior years he had used the 
straight-line depreciation method on a five-year basis for the 
tractors and on a six-year basis for the trailers. He now sought 
a four-year useful life for the tractors and a five-year useful life 
for the trailers, and he got it from the Tax Court when he proved 
that (1) routes are mountainous—the engines run more miles 
than is shown on the speedometer; (2) two drivers are used 
on each truck so that hauling equipment is used twice as much 
as if it were operated by one driver; (3) mileage covered in a 
year’s operation is greater than could be traveled by a one-man 
operation; (4) drivers are paid on a mileage basis—therefore, 
high speed increases their earnings.—Pilot Freight Carriers, Inc., 


CCH Dec. 21,898(M), 15 TCM 1027. 


Tue COMMISSIONER does not look with 
too much favor upon the deduction of those expenses incurred 
in the business of being a salesman. Here is a salesman who in 
one year earned $49,000 and incurred $13,000 in expenses, and in 
the next year incurred $10,000 expenses in earning about $25,000. 
The Tax Court reinstated a considerable portion of the deduction 
which the Commissioner disallowed. The secret of taxpayer’s 
success: He kept a diary.—Jacquemot, CCH Dec. 21,902(M), 15 
TCM 1045. 


ry. 

[ HE TAXPAYER is the owner of a piece of 
property from which he received rental income. Because of 
default in payment of the mortgage on this piece of property, 


procedures were attempted which would return the property to 
the mortgagee. However, while not taking advantage of these 
procedures, the mortgagee foreclosed and took title to the prop- 
erty. The taxpayer claimed a net operating loss from the dis- 
position, However, the district court denied deduction of an 
operating loss since the taxpayer was not engaged in the business 
of renting real estate —Dunlap v. U. S., 56-2 ustc 9864 (DCN. Y.). 


Li KE LAZARUS, the question as to whether 
the Tax Court is in truth a court or just an administrative agency 
comes to life. Its recent resurrection is in Lasky v. Commissioner, 
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56-2 ustc J 9684. In addition to its importance to the taxpayer, 
who has almost $250,000 at stake, the case is important to the 
question: What is the Tax Court—animal, vegetable or mineral ? 
Mr. Lasky owned quite a piece of a movie, Sergeant York. He 
went to the Tax Court claiming that the money he received was 
capital gain but that it was stamped ordinary income. 


Now to the other issue—a decision of the Tax Court becomes 
final three months after it is rendered. More than three months 
after the decision in the Lasky case, the Tax Court was asked 
to vacate its earlier decision on the ground of excusable neglect— 
a power which is confined to United States district courts and 
not applicable to executive agencies. Here’s what the Ninth 
Circuit said about the Tax Court’s action as it held that the Tax 
Court was without jurisdiction to set aside its first decision: 


“Though not a court at all but merely an administrative 
agency it assumed the power of a district court and in December, 
1954, it granted petitioners’ motions to vacate its decision of 
April 8, 1954, and for the taking of additional evidence. After 
additional evidence was taken, the Tax Court rendered a second 
decision [CCH Dec. 21,200(M), 14 TCM 953] reaching the same 
result as in the first. The petition for review of the second deci- 
sion was filed well within three months of the date it was entered.” 


Now the First, Second, Third and Ninth Circuits hold that 
the Tax Court is not a court. The Sixth Circuit says it is, Now 
the issue is in the black-robed lap of the Supreme Court. Ironic- 
ally, the government contends that the Tax Court is not a court 
and that it is the taxpayer who is contending that it is. There 
are some knotty problems of administrative law involved in this 
question. Lawyers will look for the Supreme Court's decision 
because of its potential effect on the practice of tax law. 


W HEN OPERATIONS are small, the cor- 
porate form of business sometimes has its disadvantages. A tax- 
payer was the major stockholder in three small corporations. It 


was necessary from time to time to make advances to these 
corporations. Finally each of the corporations had to be liqui- 
dated. The stockholder’s losses were nonbusiness bad debts, 
hence, short-term capital losses. Reasons: (1) The stockholder 
was not in the business of lending money or organizing corpora- 
tions. (2) The business of a corporation cannot be treated as 
that of its stockholder or officer—Bradley, CCH Dec. 21,890(M), 
15 TCM 1001. This stockholder-taxpayer was denied a bad-debt 


I< SS, 
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Our Cover 


“T wonder what the Vintners buy One 
half so precious as the stuff they sell,” 
mused Omar Khayyam in his Rubaiyat. 

To which today’s “vintner” 
reply: “A federal tax stamp!” 


might well 


For while the brewers, distillers and vint- 
ners are busy preparing “the old familiar 
Juice” that puts a rainbow at the end of a 
hard day, clearing “To-pay of past Regrets 
and future Fears,” the “pot of gold” at the 
end of that rainbow is firmly in the grasp 
of the Internal Revenue Service. 

Taxes assessed at the rate of $10.50 per 
tax gallon for distilled spirits, 17 cents and 
up per gallon of wine and $9 per barrel of 
beer netted the federal government a total 
of $2,814,655,000 in calendar year 1955. This 
was an increase of nearly $100 million in 
revenues over the previous year. Recently 
released figures indicate that calendar year 
1956 will register a further increase in alco- 
hol taxes: An Internal Revenue Service 
bulletin disclosed that total alcohol taxes for 
the second quarter of 1956 amounted to 
$758,287,000, compared with 1955’s second- 
quarter take of $703,676. 

Somewhat symbolic of this “pot of gold” 
held by the Service are the brew 
kettles shown on our cover. The picture 
was taken in the Blatz Brewery in Milwaukee 
Collected in these kettles is wort, the malty 
liquid used in the making of beer 


pots or 


The high rate of federal taxation undoubt- 
edly drives some men to seek alcoholic- 
induced rainbows that have no federal “pot 
of gold” Their 
attempts, increasingly being 
frustrated by investigators of the Service’s 
Alcohol and Tax Division. Sub- 
stantial increases were racked up in the 
seizure of illicit distilleries, nontax-paid 
liquor, mash and vehicles, and in arrests, 
during the fiscal year ended June 30, 1956, 
according to Commissioner Russell C. Har- 
rington. 


hanging at their ends. 


however, are 


Tobacco 


Washington Tax Talk 


Alcohol Revenues Up... 


Investigations Continue . . . 
Timber Rulings Made 


Washington Tax Talk 


Following Congressional approval in 1954, 
165 men were added to the investigative 
force, making the total personnel now as- 
signed to combating bootlegging and re- 
lated illicit activities just under 1,000. 

That the added men have paid off is 
shown by the following statement: 

“The 14,498 illicit distilleries confiscated 
represented an increase of 15.9 percent; the 
more than a quarter of a million gallons of 
non-taxpaid distilled spirits was up nearly 
20 percent. There were 8,641,586 gallons 
of mash destroyed, a rise of more than 17 
percent. The 11,380 arrests were almost 
8 percent larger than in 1955. More than 
6,000 convictions were obtained in cases 
tried. Value of property seized in connec- 
tion with liquor law violations aggregated 
$3,851,185 in the 1956 fiscal period, an in- 
crease of 13.1 percent. There were 3,242 
vehicles confiscated, a gain of 17.9 percent.” 

It appears that the harrassed taxpayer 
who may desire to commiserate himself over 
the high rate of income taxes he has to pay 
should, if he doesn’t want to add further to 
the federal larder, go brew himself a pot of tea 


The Congress 


Although Congress is in recess and many 
of its mending their 
political prior to the November 6 
elections, investigations with an eye to the 
mending of legal fences are still going on 


members are out 


fences, 


in Washington, 


At the present time the Subcommittee on 
Customs, Tariffs and Reciprocal Trade Agree 
ments of the House Ways and Means Com- 
holding hearings investigating 
the relationship of United States 
tariff laws, and the trade-agreements 
program, to foreign economic policy and to 
domestic agriculture, industry and 
employment. The hearings, which com- 
menced September 17, will continue until 
September 28, Chairman Hale Boggs an- 


miuttee 1s 
customs 


and 
labor, 


nounced. 
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While the solons are on recess, the staff 
of the Joint Committee on Internal Revenue 
Taxation is conducting a series of studies 
“looking toward more constructive tax and 
revenue legislation.” The following sub- 
jects have been listed for study by Senator 
Harry F. Byrd, joint committee chairman: 
(1) re-examination of the effect of federal 
income tax and estate tax provisions on 
small business, with suggestions for their 
relief; (2) tax loopholes which ought to be 
closed by legislation; (3) a proper method 
for the income taxation of life insurance 
companies; (4) facts and figures showing 
the operation of the Korean War provisions 
for amortization of emergency facilities and 
conclusions as to the need for continuance; 
(5) analysis of net loss carry-over provi- 
sions, with a view towards removing 
inequities and simplifying them; (6) re-ex- 
amination of the present law treatment of 
annuities under the federal income tax; 
(7) income tax treatment of physically 
handicapped and totally disabled persons; 
(8) re-examination of the 1954 Code to 
ascertain errors or inequities which need 
correction; (9) re-examination of income 
tax treatment of prepaid income and treat- 
ment of reserve for estimated expenses; 
(10) study of the individual income tax 
return with suggestions for its simplifica- 
tion; (11) re-examination of federal income 
taxation of corporations and individuals do- 
ing business abroad, with particular refer- 
ence to the present treatment of Western 
Hemisphere corporations; (12) re-examina- 
tion of the present priority of federal 
tax liens, in view of recent decisions of 
the Supreme Court relating to mechanic 
liens; (13) conference with the Treasury 
Department and the Internal Revenue Serv- 
ice looking towards speeding up th- publi- 
cation of statistics of income; (14) review 
of the present excise system with a view 
towards removing inequities; and (15) in- 
come tax treatment of capital gains and 
losses. 


The State Department 


The signing of a supplementary tax con- 


vention between the United States and 
Canada by representatives of both govern- 
ments has been announced by the State 
Department. The agreement will take 


effect upon exchange of ratifications. 


Included in the agreement are a provision 
to avoid the double taxation of common 
carriers or contract carriers on income 
received from the transportation of prop- 
erty between the two countries, and a provi- 
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sion to reduce from 95 per cent to 51 
per cent the share ownership in a Canadian 
subsidiary required of a United States 
parent company to qualify for the reduced 
rate of 5 per cent on dividends from the 
Canadian subsidiary. 


The Treasury 


Completion of a draft tax convention be- 
tween Pakistan and the United States has 
been announced by the Treasury Depart- 
ment. The convention will avoid double 
taxation and will facilitate investment and 
trade between this country and the Asiatic 
nation. Before the convention takes effect, 
it will have to be ratified by the two coun- 
tries and ratification instruments will have 
to be exchanged. 


The Commissioner 


New “informal conference” procedure out- 
lined.—A new “informal conference” pro- 
cedure devised by the Internal Revenue 
Service was disclosed August 26 by Com- 
missioner Russell C, Harrington in a speech 
before the Section on Taxation of the 
American Bar Association in a meeting held 
at Dallas, Texas. The new methodology 
was devised by the Service as an answer 
to complaints against the informal pro- 
cedure heretofore used in district offices. 
The chief complaint was that group super- 
visors of agents did not always hand down 
an equitable and impartial decision when 
taxpayers appeared before them to register 
dissatisfaction with the assessment of tax 


liabilities made by agents. 


In response to the complaints, the Serv- 


ice made a survey, questioning its personnel 
and a selected group of tax practitioners 


concerning methods of improving the exist- 
ing procedure. 


The first major change resulting is the 
assignment of the specific responsibility 
for directing and controlling the informal 
conference function in each district office 
to its audit-division chief. The responsi- 


bility may be delegated by him to a con- 
ference co-ordinator under his itmmediate 


direction, where the audit-division chief is 
unable, personally, to discharge these re- 
sponsibilities. 

“Most of the larger offices will have a 


full-time conference coordinator,” reported 
the Commissioner. “Some of the largest 


(Continued on page 710) 
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for Capital Gains Taxation 


By DONALD A. CORBIN 


Are capital gains income? 
losses necessary or desirable? 


ls preferential treatment of capital gains and 
Mr. Corbin examines these basic questions 


from the points of view of noninterference with capital markets and 
risk-taking, taxpayer equity, probable effects on tax revenues and simplicity 
of tax administration. He then offers new proposals for the taxation of 

capital gains, in the hope that they will eliminate the need for dubious 
legerdemain by which ordinary income is transferred into capital gain. 


NCE AGAIN, as has been true through- 

out the history of United States income 
taxes, modifications of the tax on capital 
gains are being proposed. The frequency 
and wide variations of the actual changes 
in capital gains taxation found in the rev- 
enue code since 1913 indicate that no general 
policy or uniform understanding of capital 
gains exists. The proposals range from 100 
per cent inclusion of capital gains in ordi- 
nary income, usually coupled with income 
averaging—as are the basic recommenda- 
tions of the Committee for Economic De- 
velopment and the American Federation of 
Labor—to the complete exclusion of capital 
gains from taxation recommended by the 
United States Chamber of Commerce and 
the brokerage firm of Merrill Lynch, Pierce, 
Fenner & Beane. Probably the most com- 
mon proposal is similar to the one of Mr. 
John K. Hulse in his article published in 
the August, 1956 issue of Taxes—The Tax 
Magazine, involving a gradual (three year) 
reduction from the present 25 per cent alterna- 
tive maximum tax on capital gains to 12% 
per cent. This purports to increase the 
recognition of accrued gains, free funds for 
risk-taking ventures, allow needed diversifi- 


Capital Gains Taxation 


cation of investments and return to the 
original lower rate of 1921. (It is interest- 
ing to note that from the beginning of the 
income tax in 1913 to 1921, capital gains 
were included 100 per cent as taxable in- 
come, so that the recommended change does 
not return to where we started. Further, it 
should be recalled that in 1921 there was 
no 50 per cent exclusion for gains on assets 
held for more than six months.) In recom- 
mending the 12% per cent maximum tax 
rate, no mention is made of the problem 
of tax equity among all taxpayers or of 
the subsequent effect on tax revenues. Also 
omitted from consideration are the deter- 
rents to realization of capital gains (even 
at the new low tax rates) because of (1) 
the possibility of postponing the tax through 
gifts and (2) the possibility of avoiding 
much tax by letting the capital assets pass 
at death at the “stepped up” basis presently 


allowed in the estate tax. 


Purpose and Assumptions 


The purpose of this article is to re-examine 
the taxation of capital gains (or losses). 
Answers are sought to the basic questions 
of whether capital gains are income and 
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The author, a CPA, is visiting lecturer 
of industrial management at the 


Massachusetts Institute of Technology. 


whether preferential tax treatment is neces- 
sary or desirable. These questions will be 
examined not only from the point of view 
of noninterference with capital markets and 
risk-taking, but also from the views of tax- 
payer equity, probable effects on tax rev- 
enues and simplicity of tax administration. 
Finally, a new proposal for taxation of these 
items is offered. 

Only the case of individual capital gains 
and losses is considered at this time; the 
corporation case may be taken up later. 
It is assumed that the present legal defini- 
tion of capital gains is satisfactory, although 
the expanded definition which includes tim- 
ber, livestock, etc., needs further study. The 
method of accruing capital gains annually, 
whether “realized” by sale or not, and the 
method of general averaging of all taxable 
income over several periods—although both 
are probably theoretically superior to alterna- 
tive proposals—are assumed to be too diff- 
cult or exotic for the tax authorities to 
administer at present. In other words, cap- 
ital gains taxation is examined for the 
individual under the present realization-by- 
sale method of income recognition. 


Historical Background 

A brief summary of the history of capital 
gains taxation will be helpful in examining 
the problems. There are several time periods 
during which capital gains were treated 
quite differently. From 1913 (the date of 
enactment of our modern income tax) to 
1921 they were taxed like ordinary income. 
Objections were immediately raised. Vol- 
ume 50 of the Congressional Record shows 
that during hearings Mr. Scott offered an 
amendment (which was defeated) that only 
realized gains on real estate purchased during 
the preceding year be taxable. The problem 
of how to handle, in the year of realization, 
gains which had accrued over several vears 
was raised at the very inception of income 
taxation 

Preferential treatment for gains on capital 
held for more than years) 
first occurred in the Revenue Act of 1921. 
There were two reasons offered: (1) It was 
considered unjust to tax at high surtax rates 
(up to 77 per cent maximum) gains arbi- 
trarily 
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(2) the government was losing revenues 
because sales and subsequent recognition of 
gains were optional with the taxpayer. Gains 
were postponed but losses taken. The remedy 
enacted was a flat rate of 12% per cent tax 
on all capital gains. This preferential treat- 
ment, however, was not passed without seri- 
ous reservations. Both Senator Walsh of 
Massachusetts and Senator Lenroot argued, 
in the latter’s words: “I see no reason why 
a 100 per cent gain on the sale of stock 
should be excluded. I know no reason why 
any man speculating upon the stock ex- 
change in New York should be 
enabled to get away with only X per cent 
of the amount of taxes that a man engaged 
in business must pay.” 

The treatment of capital losses varied 
widely in a short period of time. From 
1913 to 1916 they were not deductible; for 
the next two years they were allowed as 
offsets to capital gains; and from 1918 to 
1923 they were deductible in full. An ob- 
jection to this latter regulation was that if 
capital gains got special preference, the 
benefit of losses should be similarly limited. 
In 1924 this “parallel treatment” doctrine 
was enacted, and the deductibility of capital 
losses was limited to the same 12% per cent 
rate applied to gains. Further tightening of 
loss regulations occurred in 1932 during the 
depression. The deduction of short-term 
losses (which were considered speculative) 
was limited to the amount of short-term 
gains, 

A completely new approach to the taxa- 
tion of capital gains took place in 1934. This 
was asserted by the Ways and Means Com- 
mittee of the Seventy-third Congress, Sec- 
ond Session, to be due to the following 
defects in the 12% per cent of tax limit on 
capital gains: (1) It produced unstable 
revenues—large in prosperity and vice versa; 
(2) the capital gains tax was imposed on 
the mere increase in monetary value result- 
ing from the depreciation of the dollar 
instead of a real increase in value; (3) losses 
were taken before two vears elapsed, but 
gains were postponed; and (4) inequity 
existed because only taxpayers in high tax 
brackets benefited. The remedy involved 
descending percentage inclusions of capital 
gains (or losses) in taxable income (to be 
taxed at regular rates) as follows: 

100% if held under one year 

80% if held from one to two years 
60% if held from two to five years 
40% if held from five to ten years 
30% it held over ten years 

(loss limitation $2,000 per year) 
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Graduated percentages were believed to 
provide more equitable treatment, especially 
for defects (1) and (2) mentioned above. 


Unfortunately, the 1934 law was found to 
be complicated, and low revenues continued 
because of the incentive to hold the asset 
over ten years. Thus, in 1938 the law was 
again radically altered and began to take 
its present form. Short-term capital gains 
on assets held less than 18 months were 
considered speculative and 100 per cent in- 
cluded. Long-term assets were included 
6634 per cent if held under 24 months, with 
a maximum alternative tax of 20 per cent. 
They were 50 per cent included if held more 
than 24 months, with a maximum alternative 
tax of 15 per cent. Losses were required to 
be separated into short and long term, and 
offset only within each group. They were 
also limited to $2,000, but a one-year carry- 
over was added. 

The 1942 act refined the situation by 
dividing short and long term at six months 
and by including only 50 per cent of long- 
term capital gains. Since wartime taxes 
were being raised, the alternative maximum 
tax was set at a single 25 per cent, where 
it stands today. Short- and long-term losses 
were again allowed to be merged and were 
reduced to $1,000 limit per year, but a five- 
year carry-over was added to relieve hardship. 

Except for some equitable changes in 
offsetting of capital gains and losses and 
the like, the present law is similar to the 
1942 act. Needless to say, it appears to be 
far from meeting the objections to previous 
acts; neither does a return to the 12% per 
cent maximum tax seem logically to follow. 


Are Capital Gains Income? 


At law, the principal capital assets are 
stocks, bonds, real estate not used in busi- 
ness, partnership interests, patents and con 
tracts. 
real estate used in business are examples 
of noncapital assets. That all of these are 
business capital is well known; the distinc- 
tion is arbitrary and legal. A sale of any 
one of the above for a positive net differ- 
ence in excess of all costs is called a net 


Inventories, depreciable assets, and 


On those assets defined as capital 
this net gain 


gain 
assets, is income ? 

Without exploring income concepts, it is 
only necessary to point out the common 
element in all—that the gain makes the 
individual better off. The amount by which 
he is better off is capable of distribution 
or use without depleting the former capital 


owned, Capital gains, if measured in real 


Capital Gains Taxation 


terms, appear to satisfy these conditions and 
therefore should be considered income, just 
as are gains from the sale of noncapital 
assets. 

For example, take the identical cases of a 
merchandiser and a stock market trader 
during a year in which the general price 
level remains constant. If the former buys 
merchandise for $400,000 and sells for $600,000 
net, his gain is ordinary taxable income. 
If the trader makes a similar net gain on 
the sales of common stock listed on the 
stock exchange, is he not equally as well 
off? The answer is, obviously, yes. A more 
important question is: “Which of the above 
taxpayers is the more deserving of special 
tax treatment?” If either, it is probably 
the merchandiser, for he has performed a 
more useful economic or social service in 
most cases. The important assumptions in 
the above analysis are, of course, that the 
gains occurred in one year and that the 
general price level remained reasonably con- 
stant. These need further analysis. 


Because the general price level does not 
always remain reasonably constant, espe- 
cially over several so-called long- 
term capital gains may not be completely 
real. To the extent that any gain is due 
solely to changes in the purchasing power 
of the dollar, such as that brought about 
by inflation in the money supply, the indi- 
vidual is not better off. Therefore, this 
portion of the gain is not income, but 
merely a readjustment necessary to main- 
tain the original capital intact. 
this readjustment, 
income. 


years, 


Any excess 
above however, is real 
illustration of the 
stock market trader, if the general price 
level had from an index of 100 
to 150 over the several years when the stock 
appreciated from $400,000 to $600,000, no 
real gain would be involved. It now takes 
$600,000 to buy what $400,000 would have 
bought in the earlier year ($400,000 x 150). 
On the other hand, if the index had moved 
from 100 to 120 there would be a readjust- 
ment of only $80,000 (($400,000 x 120) 

$400,000) and a real gain of $120,000 ($600,000 
$480,000 adjusted cost). Finally, 
if the index had moved from 100 to, say, 
200 there would have been no gain at all, 


but rather a real loss of $200,000 ($600,000 
sales ($400,000 «x 200)) 


For example, in the 


increased 


sales 


These illustrations reveal that apparent 


gains realized during a period when the 
price level has risen (or changed) consider- 


ably are improperly measured at present, 


and should be corrected befor being con- 


665 





sidered for taxation. It may be objected 
that index numbers inaccurately measure 
changes in the value of the dollar, but this 
pales immediately when compared with the 
amount of error involved if the price level 
has changed greatly between the date of 
purchase and sale of an investment. This, 
of course, has been the case since the 1930’s 
and early 1940's. A government index, such 
as the derived from the implicit 
deflators of gross national product, could 
serve as a satisfactory measure of changes 
in the value of the dollar. 


series 


Special Treatment 


Assuming now that capital gains are 
measured in real terms, by proper adjust- 
ment for changes in the value of the dollar, 
is there any case left for special treatment? 
The answer is yes, because of the problem 
which arose in the 1913 Congressional hear- 
ings when capital gains were first taxed. 
The objection then was that gains which 
accumulated over several years were arbi- 
trarily assigned to the period of sale. This 
“lumping” caused excessive taxes by putting 
this income in high tax brackets. This was 
a valid objection. 

How might this inequity be corrected? 
The present method of excluding 50 per 
cent of gains on capital assets held for more 
than six months, coupled with an alternative 
maximum tax rate of 25 per cent, is cer- 
tainly not designed to yield an equitable 
correction among various taxpayers. It has 
been found that during 1945 to 1950 only 
about 5 per cent of the taxpayers reported 
capital gains, and of these only about 5 per 
cent had sufficient income to use the 25 
per cent alternative tax. (United States 
Treasury Tax Study, “Federal Income Tax 
Treatment of Capital Gains and Losses,” 
June, 1951.) The latter, however, accounted 
for about 30 per cent of the total capital 
gains. It should be obvious that this kind of 
preferential tax treatment does not equitably 
solve the problem caused by gains accruing 
over several years. 


The method of accruing these gains yearly 
(which is theoretically superior) has been 
ruled out, due to the difficulties of valuation 
and of administering the law. Spreading 
the gains, after realization, seems to be 
called for. They could be spread back over 
the years of occurrence, but this would 


involve opening up past returns and would 
complicate administration. The solution which 
would meet the above objections and still 
permit reasonably equitable spreading would 
be to carry the gain forward evenly for the 
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number of years it had accrued. In order 
to forestall lengthy postponement of realiza- 
tion by taxpayers, and also to simplify 
administration, an arbitrary period of five 
or six years might be chosen for the forward 
spreading. 


Criteria of Capital Gains Taxation 

The results of the analysis so far lead 
to the proposals that capital gains (and 
losses) when measured in real terms be 
included in the concept of taxable income, 
together with provision for spreading their 
realized amount over several years. These 
results should now be examined from the 
point of view of their acceptability as a 
method of taxation. The following criteria 
are important: (1) taxpayer equity, (2) in- 
centive for and minimum interference with 
capital asset markets, (3) satisfactory tax 
revenues and (4) simplicity. 


First, as to equity, since identical amounts 
of “ordinary income” or capital gains have 
identical effects on the well-being of indi- 
viduals, it appears equitable to include real 
capital gains as income. This means that 
the inequity of taxing the portion of any 
gain due solely to changes in the value of 
the dollar has been removed. The inequity 
of infrequent large gains forcing high bracket 
taxation of gains accrued over several years 
is satisfactorily eliminated by spreading. 
The capital loss limitation of $1,000 per 
year for six years (in the present law) is 
unfair and should be removed. Capital 
losses and capital gains thereby receive 
parallel treatment. The only remaining in- 
equity—interference with capital markets— 
is taken care of by an additional proposal 
below. 


The criterion of incentive for a minimum 
interference with capital markets is more 
complex. The preferential tax treatment 
introduced in 1921 was largely due to the 
interference of capital gains tax with some 
normal business sales desirable for economic 
development. Taxpayers were postponing 
sales of appreciated capital assets solely 
because of the tax. The new proposals in 
this article, however, do not involve lowered 
tax rates on capital gains to meet this prob- 
lem. There are several reasons for this. 
Lowered tax rates such as the 12% per cent 
tax have not solved the problem in the past. 
Statistics presented to the House Ways and 
Means Committee in January, 1938 (which 
are not likely to be significantly different 
today), showed that 85 per cent of all 
capital gains and losses were not connected 
with new ventures but were in existing 
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securities, and that 35 per cent of these 
were predominantly speculative. Finally, 
better solutions than capital gains tax prefer- 
ence are available for encouraging desirable 
risk-taking. 

To pursue this further, the proposals do 
call for the deductibility in full of capital 
losses, thus providing a greater incentive 
to take risks in new ventures. An added 
incentive could be introduced by spreading 
capital losses backward, permitting immedi- 
ate refunds, if this were deemed necessary. 
Further incentives to new ventures prob- 
ably do not belong in the area of capital 
gains taxation at all, because the economic 
benefits derived from new businesses usually 
are not consummated by the sale of capital 
assets. 

The stickiness in capital markets, due to 
taxpayers freezing their funds because of 
impending taxes on accrued gains, may be 
solved without introducing the inequity 
among taxpayers caused by reducing the 
tax on capital gains. The sale of capital 
assets and consequent freezing of funds for 
diversification or new investments may be 
induced by adopting the following three 
measures: 

(1) Close the loophole in the estate tax 
law which allows unrealized gains to escape 
taxation. This would do away with the 
incentive for oldsters to hold rather than 
sell appreciated capital assets. 


(2) Close the two loopholes in the gift 
tax law which (a) permit charitable dona- 
tions in kind to escape tax on unrealized 
gains and (b) permit transfer of donor basis 
when gifts are made, without payment of 
tax on unrealized gains. The above could 
easily be accomplished under existing law 
by broadening the realization concept to 
include these types of transfers in taxable 
income, 

(3) Permit the optional transfer of basis 
on any capital asset sold, if replaced by 
similar investments within a reasonable length 


of time. This would allow normal capital 
movements without the problem of tax con- 
siderations. The types of capital assets to 
which transfer of basis would apply could 
be manipulated at will. It clearly should 
apply to securities traded on listed exchanges, 
for example, but less clearly to partnership 
interests. 

This last measure may indeed be all that 
is required, if broadly construed, to bring 
about the desired movements of capital 
funds. For example, it would be possible to 
postpone realization of gain on common 
stock purchased in, say, 1945 for $100,000 


Capital Gains Taxation 


Preferential treatment by lower taxes is 
not equitable, says the author, when 


it is realized that most taxpayers have 


no capital gains. Nor does he 
believe that equity is served by a 
flat maximum tax on all. 


and now worth $600,000 by selling the stock 
and buying 15 other types of securities, 
including stocks or bonds of newly formed 
companies. Both investment diversification 
and risk-taking would be encouraged. The 
original $100,000 cost of the common stock 
could be prorated among the new securities 
on the basis of their cost. Any of the 
$500,000 gain not invested within a reason- 
able length of time, say six months, would 
be included in taxable income of the follow- 
ing year. 

Now consider the third criterion—govern- 
ment revenues. The immediate effect of the 
new proposal, together with the amend- 
ments above, would probably be a temporary 
decrease in government revenues, followed 
by a long-run increase. Many taxpayers 
would be expected to freely shift their 
investments, transferring basis without cap- 
ital gains tax. However, the tax on all 
capital gains would be recouped when the 
assets were transferred by gift or by in- 
heritance. Further, the proposals for price- 
level correction and spreading would en- 
courage realizing gains, and many would 
occur regardless of tax treatment. Note that 
proposals which would cut the capital gains 
tax to 12% per cent would undoubtedly 
involve a permanent loss in revenue, because 
gains recognition probably would not double. 


Some revenue decrease would be incurred 
because of the deductibility of capital losses. 
Except during severe depressions, however, 
these would be small relative to the increase 
brought about by inclusion of all capital 
gains. Loss limitations are always possible, 
but not recommended, should revenue con- 
siderations take precedence during a de- 
pression. 


The fourth criterion was simplicity. The 
new proposals are an improvement. Short- 
and long-term items and the 50 per cent 
exclusion of the latter are deleted, as is the 
alternative tax computation. Referring to 


the earlier case of a trader who sold for 
$600,000 stock which cost $400,000 during a 


period when the general price level moved 
from 100 to 120, this information may be 
illustrated on a new Schedule D. Schedule 
D would have an index number table each 
year to show the proper correction of asset 
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cost by year of acquisition. It would be a 
greatly simplified schedule with the follow- 
ing headings for the section on capital assets: 

Col 


a—Kind of Property 


Illustration 


X Co. Com. 
Stock 
Date 
Date 
$600,000 
None 
$400,000 
120 * 
$480,000 
120,000 


b—Date 
c—Date Sold 

d—Net Sales Price 

e— Depreciation 

f—Cost 

g—Index No.—Date Acq. 
h—Adjusted Cost 
i—Taxable Gain 


Acquired 


When these calculations have been made 
for all capital assets, a summary would 
show the total taxable gain, the amount 
taxable this year and taxable amounts carried 
forward from prior years due to spreading. 
In the above case, with five-year spreading, 
either $24,000 would be taxable this year 
or, if the option of replacement were elected, 
zero amount would be taxable. Proof of 
replacement could accompany the next tax 
return. 


Summary and Conclusions 


The history of taxation of capital gains 
reveals that the treatment has varied widely. 
Since their full inclusion in ordinary income 
commencing in 1913, the law has been 
changed many times. The Revenue Act of 
1921 instituted the simple preferential 12% 
per cent flat tax rate on gains from capital 
assets held for more than two years. Pref- 
erential treatment still exists in the com- 
plicated system of today, with its 25 per 
cent alternative tax limitation, its six-month 
dividing line between short and long term, 
its 50 per cent inclusion of long-term gains 
and its $1,000 loss limitation per year for a 
maximum of six years. 


The need for special treatment of capital 
gains and losses arises because they often 
accumulate over a period of several years, 
but are arbitrarily recognized as gain in the 
year of sale. In the interim the purchasing 
power of the dollar may have changed 
significantly, so that the difference between 
original cost and selling price may not 
properly measure the real gain—the amount 
by which the taxpayer is better off. Further, 
the arbitrary inclusion of the full gain in one 
year, even if properly measured, may push 
the taxable income into an exorbitantly high 
tax bracket. Finally, taxpayers tend to 
postpone sales of appreciated capital assets 


* Index of current year ~ index at date of 
acquisition. In this illustration 120 + 100 = 
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to avoid tax. They might even knowingly 
incur substantial losses on appreciated capi- 
tal assets and remain better off than if the 
capital gains tax had been paid, This is an 
artificial interference with the movement of 
capital funds. 

It is concluded that preferential treatment 
by lower taxes, such as a 12% per cent 
limit on capital gains, is not equitable when 
it is realized that most taxpayers have no 
capital gains. Further, equity is not served, 
even among those few who do have capital 
gains, by a flat maximum tax on all. Pro- 
fessional men, wage earners, merchandisers, 
manufacturers, etc., receive no special tax 
treatment. They take risks in their specific 
endeavors, however, which are economically 
and socially more justifiable than the risks 
taken by those who have capital gains or 
losses from dealings in existing securities. 
Finally, incentives to risk-taking in new 
ventures can be better implemented in areas 
other than capital gains taxation. 


Nevertheless, the need for special treat- 
ment of capital gains remains. The follow- 
ing new proposals are submitted: 


(1) All capital gains and losses, after 
elimination of the unreal element caused by 
changes in the general price level, are to be 
included in taxable income. The correction 
for price-level changes is simple and was 
demonstrated above. It consists of merely 
adjusting the cost basis by means of the 
index number published by the government 
before calculating the gain. This proposal 
solves the problem stemming from the in- 
equity of taxing unreal gains and adds 
equity among taxpayers by the full inclusion 
of capital gains and losses in taxable income. 

(2) Spread realized gains and losses, as 
measured in (1) above, over the number 
of years during which they accrued. For 
practical reasons this spreading should be 
forward (rather than backwards) and may 
be limited to an arbitrary but reasonable 
length of time. For example, a flat five or 
six years might be used for all gains and 
losses. This will prevent the inequity of 
high-bracket taxation of gains accumulated 
over several years. 


(3) Give the taxpayer the option of either 


(a) the treatment (2) above or (b) the 
transfer of basis from the original capital 
asset to any new capital assets repurchased 
within a reasonable length of time. This 
will permit the free transfer of capital funds 

(Continued on page 686) 


120. The index 120 would appear in the gov- 
ernment table, opposite the year of acquisition. 
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Stipulating Facts in Tax Court 


By ROBERT R. VEACH 


This article, which is grounded on the thesis that time spent on a 
well-developed stipulation of facts is time well spent, will be of general 


interest to all tax men, veteran and novice alike. 


Mr. Veach points out that 


all tax practitioners sooner or later are faced with this problem 


of stipulating facts. 


'D VERY tax practitioner who tries his 
4 client’s case in the Tax Court must 
sooner or later face the problem of stipu- 
lating facts. If he is not aware of Rule 
31(b)* of the court’s rules, it will be abruptly 
brought to his attention shortly after his 
case is calendared for hearing. This “re- 
minder” will be in the form of a letter from 
the local regional counsel’s office, written by 
the special attorney who is handling the 
case in that office,’ and will read, in part, 
substantially as follows: 


“As you are well aware, the above- 
entitled case has been set for hearing on 
January 27, 1957, in this city at the Court's 
hearing room, 1607 Federal Office Building. 
It is the practice of this office, in compli- 
ance with Rule 31 of the Court’s Rules of 
Practice ‘and: Procedure, to expedite the 
presentation of the case whenever possible 
by stipulating all uncontroverted facts and 
documents. If you concur in this desire to 
so stipulate, it is requested that you contact 
Mr. Richard Roe of this office, the attorney 


who will try the case for the Commissioner, 





His suggestions are distinctly on the practical side. 


and suggest a time for a stipulation-of-fact 
conference.” 

Sometimes such request will go one step 
further with the following additional sentence : 

“In the interest of saving time, it will be 
mutually advantageous if you will submit 
to this office at least two days prior to such 
conference a rough draft of your proposed 
stipulation of facts.” 

At this point, if not sooner, counsel must 
necessarily consider the matter of stipulat- 
ing facts and must reach certain conclusions 
with respect to his case. Some questions to 
be answered are: First, is his case one in 
which it is advisable for him to stipulate, 
or to take the initiative in the matter of 
stipulating by submitting to the government 
a rough draft of a proposed stipulation? 
Second, if so, what aspects of his case 
should he attempt to cover by stipulation? 
Third, is it possible to submit the entire 
case upon the basis of a factual stipulation— 
in the nature of a Rule 30 case?’ Fourth, 
even though it appears inadvisable or im- 
possible to stipulate, should he go through 





1“*(b) Stipulations. 

**(1) Stipulations required. The Court ex- 
pects the parties to stipulate evidence to the 
fullest extent to which complete or qualified 
agreement can be reached including all material 
facts that are not or fairly should not be in 
dispute. 

**(2) In preparation for trial. The party ex- 
pecting to introduce any evidence which might 
possibly be stipulated (as, for example, entries 
or summaries from books of account and other 
records, documents, and all other evidence, to 
the extent not disputed) shall confer with his 
adversary promptly after receipt of the hearing 
notice, and both shall endeavor to stipulate all 
facts not already stipulated. .” Rule 31, 
Rules of ‘Practice Before The Tax Court of the 
United States, as revised to August 15, 1955.) 


Stipulating Facts 


* Such letter, as all letters from the regional 
counsel's office, will be signed by, or in the 
name of, the regional counsel. 


> “Rule 30. SUBMISSION WITHOUT HEAR- 
ING OR APPEARANCE, 


(a) Submission of cases without hearing 
where facts are uncontested. Any proceeding 
not requiring a hearing for the submission of 
evidence (as, for example, where sufficient facts 
have been admitted, stipulated, established by 
deposition or included in the record in some 
other way), may be submitted at any time by 
notice of the parties filed with the Court. The 
parties need not wait for the proceeding to be 
calendared and need not appear in person... .”’ 





The author is now associated with the 
law firm of Fraser, Crofoot, Wenstrand, 
Stryker & Marshall, Omaha, Nebraska. 


He was formerly a trial attorney 
in the Chief Counsel's Office. 


the motion of attempting to stipulate solely 
for the purpose of gaining further opportu- 
nity of arguing or negotiating as to the 
merits of his case? Fifth, what mechanics 
or formalities of stipulating facts in a Tax 
Court case should be kept in mind while 
negotiating the stipulation? 


These are by no means all of the consid- 
erations which counsel must face, but they 
are the basic ones. While no general rules 
may be formulated which would govern any 
one case, it is possible to outline certain 
ground rules which will assist counsel in 
resolving these considerations and reaching 
necessary decisions with respect to his 
particular case. 


First, is the case one in which it is ad- 
visable to stipulate, or to take the initiative 
in stipulating? Fundamental to this ques- 
tion is the matter of the burden of proof. 
Normally, the taxpayer has the burden of 
proof,* but a number of situations exist 
wherein this burden is placed on the gov- 
ernment. The most common of the latter 
are fraud penalty determinations,® cases 
involving the statute of limitations,’ trans- 
feree cases’ and cases of increased defi- 
ciencies pleaded subsequent to the statutory 
notice.’ In all such cases, counsel should 
require the government attorney to take 
the initiative in drafting a proposed stipula- 
tion. He can then decide which of the 
proposed facts or documents are actually 
uncontroverted. This‘is especially true in 
a fraud case where the government’s factual 
case in support of its fraud allegations may 
be weak. If the taxpayer’s counsel in such 
case submits his proposed draft first, he 
may be supplying the government with 
facts theretofore unknown. While neither 





***Rule 32, Burden of proof. The burden of 
proof shall be upon the petitioner, except as 
otherwise provided by statute, and except that 
in respect of any new matter pleaded in his 
answer. it shall be upon the respondent.”’ 
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the law nor professional ethics will tolerate 
misrepresentations or fraudulent conceal- 
ments, nothing requires counsel to feed the 
government with facts with which to win 
its case against his client. 


This is not to say that counsel should 
not stipulate whenever the government has 
the burden of proof. Rather, it is suggested 
that the burden of coming forward with 
the evidence be kept on the government 
even in the matter of stipulating, and that 
the government attorney be expected to be 
the first to propose the facts to be stipulated. 

In the normal case, however, where the 
taxpayer has the burden of proof, counsel 
will save himself considerable time and trial 
burden if he is quick to take advantage of 
the government’s offer to stipulate. By 
stipulating, he also may be able to relieve 
a number of his client’s business associates 
from the inconvenience of being called as 
witnesses and the disrupting of otherwise 
pleasant relationships. Thus, by stipulating, 
counsel has much to gain and little to lose, 
for if the government will concede three 
fourths of the facts constituting the tax- 
payer’s proof of his case, which it frequently 
will do, then approximately three fourths of 
the trial burden has been eliminated. 


On the other hand, looking at the question 
from the negative side, if counsel arbitrarily 
declines the government’s offer to stipulate, 
such “noncooperation,” or noncompliance 
with the court’s rule, will inevitably be 
brought to the court’s attention by the 
government attorney in his opening state- 
ment at the hearing. The court will then 
inquire of counsel as to his reason for re- 
fusal to comply with its rule. This not only 
places counsel in the embarrassing position 


5 Sec. 7454, Internal Revenue Code of 1954. 
* 1954 Code Sec. 6561. 
* 1954 Code Sec. 6902. 
’ Tax Court Rule 32, quoted at footnote 4. 
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of having to make an explanation, but tends 
to arouse the court’s displeasure and places 
counsel in a bad light before his case has 
gotten well under way. The author has 
never heard a good reason advanced for 
failure to stipulate in the ordinary case, and 
knows of none. 


Second, what aspects of the case should 
be covered by the stipulation? This, again, 
depends upon the particular case and the 
burden-of-proof question. Generally, it may 
be stated that where taxpayer has the bur- 
den of proof, he should attempt to stipulate 
anything and everything. The cases are 
legion which have been decided against the 
taxpayer for failure to sustain his burden 
of proof,’ but few cases may be found 
wherein taxpayer overproved his case to his 
detriment.” 


The “anything and everything” rule must 
be applied with a rule of reason, of course, 
and, like every other rule, it is subject to 
exceptions. Counsel should not, for exam- 
ple, endeavor to stipulate an accounting 
journal as an exhibit if the pertinent entries 
may be covered by stipulating photostatic 
copies of two or three pages—or by quoting 
the entries right in the body of the stipula- 
tion, thus eliminating the exhibits entirely. 
While the court likes to receive the “com- 
plete picture” in order to make its findings 
of fact, it does not look with favor upon a 
voluminous stipulation filled with irrelevent 
matters. 


The problem of where to draw the line 
in the matter of relevancy becomes espe- 
cially difficult when government counsel 
counters with the proposal to stipulate 
certain facts and documents which, though 
admittedly true and existing, are unduly 
prejudicial to the taxpayer’s case and, more- 
over, frequently relate to a different theory 
of the case than the one upon which tax- 
payer wishes to try it. In opposition to 
such counteroffer, the argument may be 
advanced that the pleadings do not raise 
the issue upon which government counsel 
is attempting to stipulate. While this ar- 
gument may be aswered on several grounds, 
including the suggestion that the pleadings 
may be amended if necessary, it may serve 
to place a sufficiently controversial label 


*See CCH Standard Federal 
(1956 Ed.), { 47,232, 1330.591, 

” The author, from his government experience, 
is not unaware of cases wherein the taxpayer's 
counsel stipulated facts which, in the author's 
opinion, they need not have stipulated and 
which ultimately were highly detrimental to 
their case. Such casi,s, which cannot be cited 
for obvious reasons, are the very rare exception. 


Tax Reports 


Stipulating Facts 


on such facts as to convince government coun- 
sel that they are not subject to stipulation. 


Counsel cannot, in good-faith compliance 
with the rule, refuse to stipulate certain 
uncontroverted facts solely on the ground 
that such facts are prejudicial to his case. 
But if a showing can be made to opposing 
counsel that a question of relevancy is in- 
volved, some basis for the refusal to stipu- 
late does exist. It should be noted that the 
Tax Court, as evidenced by its rule™ that 
an objection may be reserved, prefers that 
all facts be stipulated which are considered 
to be of such relevancy by either of the 
parties as to cause that party to attempt 
to introduce such evidence in some other 
manner in the event it is not stipulated. The 
author, however, does not recommend that 
tax counsel place too much reliance in this 
rule of reserving objections. In his experi- 
ence, the Tax Court has rarely ruled out 
a fact once stipulated, even though a strong 
objection has been reserved in the body 
of the stipulation or made at the hearing. 
Needless to say, it is of little comfort to 
the objecting party that the trial judge, in 
overruling the objection to the fact or docu- 
ment, observes that he will consider it 
“only for what it’s worth.” Once the preju- 
dicial fact is in the record, its harm has been 
done. 


Third, is the case one which may be 
completely stipulated factually? The ad- 
vantages are obvious, and the situation is 
not aS uncommon as it may seem on first 
blush. Certainly, if the only issue involved 
is a legal question, the necessity of a hear- 
ing should be eliminated. Occasionally, even 
though an ultimate question of mixed fact 
and law be involved, the case can be com- 
pletely stipulated. For example, the author, 
while a government attorney, once com- 
pletely stipulated a Section 107(d) case™ 
involving the question of whether certain 
back pay was not paid in a prior year due 
to an event similar in nature to bankruptcy 
or receivership.” Another time I was able 
to stipulate completely a case™ involving 
the question of whether a settlement with 
the estate of the taxpayer’s former em- 
ployer constituted taxable income. Hence 
it may be observed that cases subject to 





mu‘. . (4) Objections. Any objection to all 
or any part of a stipulation should be noted in 
the stipulation, but the Court will consider any 
objection to stipulated facts made at the hear- 


ing.’’ (Rule 31(b).) 
"Estate of Alfred B. Thoreson, CCH Dec. 
20,699, 23 TC 462 (1954). 
%3 1939 Code Sec. 107(d)(2)(A) (iv). 
4% John Davies et ux., CCH Dec. 20,726, 23 
TC 524 (1954). 
671 





complete stipulation are not limited to 


purely legal questions. 


There are circumstances, however, where 
counsel should not completely stipulate his 
case even though it is possible to do so. A 
weak case, for example, may often be more 
favorably presented through an impressive 
witness than by being reduced to a cold 
stipulation. Also, if counsel has never be- 
fore appeared in Tax Court, he should not 
be overly anxious to bypass the opportunity 
to gain such experience. These are personal 
considerations which depend upon counsel's 
own time element and also upon the addi- 
tional burden to which the court will be 
subjected. 
last observation regarding the ad- 
vantage of completely stipulating a case: 
It greatly eases the burden of writing the 
brief which the court requires subsequent 
to the submission of the case.” Manifestly, 
it is easier to prepare requested findings 
of fact from a short, agreed record than 
to glean them from testimony and disputed 
exhibits. Also, a short, agreed record may 
have the advantage of accelerating the ulti- 
mate decision for a client who wishes a 
hasty disposition of his litigation, though 
this is not always true.” If the decision is 
adverse, which unfortunately happens on 
advantage quick 
change of character. 


One 


occasion, such does a 

Fourth, should counsel accept the 
ernment’s offer of a stipulation-of-fact con- 
ference even though it appears impossible, 
or he has no intent, to stipulate? Naive as 
this question may appear on the surface, it 
has been the author’s experience that coun- 
sel not infrequently appear for stipulation- 
of-fact conferences having no intent to utilize 
the conference for such purpose. To them 
it represents one more opportunity to get 
their foot in the door of a government office 
for one more bargaining session, after all 
previous offers have been rejected and ne- 
gotiations terminated. 


The author recommend such 
practice, and discusses it merely in recogni- 
tion of its existence. In the first place, it is 
usually a futile effort. The government 
attorney or the regional counsel’s office does 
not have settlement jurisdiction of Tax 
Court cases, such jurisdiction in the normal 
case remaining in the Appellate Division 
(Office of the Assistant Regional Commis- 
sioner, Appellate) all the way to the Tax 


gov- 


does not 


Court decision.” Hence, the members of the 
regional counsel’s office have no authority 
independently to discuss or negotiate set- 
tlements with the taxpayer’s counsel and 
will decline to enter into such discussion at 
a stipulation-of-fact conference. Therefore, 
if counsel is not prepared to discuss the 
stipulation-of-facts problem, the conference 
will reach an early conclusion, and counsel’s 
trip to the government office will have been 
wasted. 


Such practice likewise has a psychological 
disadvantage, for counsel’s insistence on 
arguing the merits of his case under the 
guise of a stipulation-of-fact conference fre- 
quently is interpreted by the government as 
a show of weakness. This circumstance— 
when communicated to, and discussed with, 
the Appellate Division by the government 
attorney—has the natural tendency to cause 
the government to place a little higher value 
on its own case, to the obvious detriment 
of the taxpayer in final settlement if, in fact, 
he had no intent of going to trial. 

Other, more legitimate means of securing 
settlement conferences may be used to bet- 
ter advantage, for the possibility of settling 
a Tax Court case remains open up to, dur- 
ing, and even after, the trial of the case. In 
fact, if the case happens to be a valuation 
case, the Tax Court itself frequently will 
exert considerable pressure upon the parties, 
from the time of the calendar call on, in 
an effort to effect a settlement without the 
necessity of a trial. 

Last, what are the mechanics or formal- 
ities of stipulating facts in a Tax Court case 
which should be observed or kept in mind? 
Fundamentally, as in any stipulating, the 
finished product will reflect the bargaining 
abilities of the parties, for each side during 
the negotiations will submit facts which it 
proposes be stipulated but which the oppos- 
ing party is not convinced represent an 
uncontroverted fact. At such times, bar- 
gaining skill plays an important part, for 
such fact may be one which counsel will 
have difficulty in proving, or be unable to 
prove, in the event it is not stipulated. 


Normally, the taxpayer’s counsel will ini- 
tiate the negotiations by submitting a rough 
draft of his proposed stipulation. In the 
ordinary burden-of-proof case he will do 
well to lay all his cards on the table by 
putting his entire factual case into such 
rough draft. The government attorney then 
has the responsibility of accepting each 





1 See Tax Court Rule 35. 

1% The Tax Court was approximately 18 months 
in deciding the fully stipulated Thoreson case, 
cited at footnote 12. 
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" Title 26, Code of Federal Regulations, Part 
601. See CCH Standard Federal Tax Reports 
(1956 Ed.), { 45,529. 
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factual paragraph contained in the proposed 
stipulation, either as submitted or as modi- 
fied by his own wording, or stating his rea- 
son for refusing to stipulate the proposed 
fact. If counsel then is unsuccessful in 
convincing the government attorney that 
such fact should be stipulated, at least he 
will be well advised as to objections he will 
meet at the trial upon offering his evidence. 


Except in lack-of-substantiation cases, 
where the government has disallowed cer- 
tain deductions or exemptions solely because 
of the taxpayer’s lack of evidence, the gov- 
ernment usually will have some theory in 
defense of its determination. In support of 
this theory, the government attorney will 
want certain facts stipulated, some of which 
may appear irrelevant to the basic issue. 
Hence, after the taxpayer’s counsel has 
submitted a rough draft of his proposed 
stipulation, the government attorney will 
rewrite it, eliminating some of the para- 
graphs, modifying others or employing dif- 
ferent language to shift the emphasis and 
adding his own proposed facts. This gov- 
ernment draft will be submitted to counsel, 
and the final stipulation will be a compro- 
mise somewhere between counsel’s original 
draft and the government’s counterproposal. 

It has been the author’s experience that 
occasionally the taxpayer’s counsel will in- 
sert conclusions or ultimate facts in his 


proposed stipulation which, if overlooked by 


% Tax Court Rule 31(b) (3). 
1” Rule cited at footnote 18. 


Stipulating Facts 


the opposing attorney, would stipulate him 
“right out of court.” Such ultimate facts 
have no place, of course, in a proposed 
stipulation of facts, but should be reserved 
for the “requesting finding of ultimate 
facts” section of the brief. While the in- 
clusion of such facts in the proposed stipu- 
lation may be laughed off, when rejected 
by the government attorney, by some re- 
mark such as to “seeing whether he is on 
his toes,” etc., such tactics only tend to 
destroy or diminish the working relationship 
and respect existing between counsel. Hence, 
they should be avoided. 

Due to the flood of work which hits a re- 
gional counsel’s office at calendar time, and 
the burden placed upon its secretarial staff, 
taxpayers’ counsel are frequently requested 
to prepare the final drafts. Counsel should 
not assume that three or four copies will 
suffice. Rather he will avoid repetition of 
work if he inquires as to the exact number 
of copies which will be required by the 
court and the government, in addition to 
his own requirements. The number may 
be surprising, .for—in addition to the two 
copies required by the Court “—it seems 
that a minimum of four different govern- 
ment files must have one or more copies. 


The taxpayer’s counsel should be pre- 
pared to furnish photostatic copies of his 
own exhibits if he wishes to retain the 
originals. The operating budget of the 
regional counsel’s office is usually not such 
as to permit it to photostat the taxpayer’s 
exhibits for him. The government attorney 
will be prepared, however, to supply photo- 
stats of the government exhibits, including 
the taxpayer’s returns. Generally, this is 
handled on an exchange basis, with each 
counsel furnishing his opposing counsel 
with a copy for his files. Thus, at least 
three copies of each exhibit should be pre- 
pared, although only one set of exhibits is 
required by the court.” 

Occasionally, when the time element does 
not permit securing of photostats in advance 
of the hearing date, the original exhibit may 
be submitted with the stipulation with leave 
to later withdraw the exhibit. Such leave 
to withdraw is discretionary with the court 
and does not follow a consistent pattern. 
Some of the Tax Court judges prefer to 
work with original documents. Accordingly, 
they will grant leave to withdraw the orig- 
inal to permit the parties to make photostats 
for their own file and brief purposes, with 
the original to be returned to the court. 
Other judges will permit the original to be 





*” See Tax Court Rule 31(e)(1). 
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withdrawn permanently and a photostat to 
be submitted in its place. Hence, in with- 
drawing stipulated exhibits, as well as other 
exhibits, counsel should ascertain exactly 
what the court wants returned. Also, coun- 
sel should work together in withdrawing 
exhibits to avoid a duplication of effort. 

One final observation: Counsel should be 
aware of the fact that the trial attorney in 
the regional counsel’s office, with whom he 
is negotiating the stipulation of facts, does 
not have final authority. Any stipulation 
eventually agreed upon by him must be ap- 
proved and signed by the regional counsel, 
or one of his immediate assistants, in the 
name of the chief counsel. Ordinarily, of 
course, the stipulation will be approved and 
signed as agreed upon, submitted and rec- 
ommended by the trial attorney. Such rule 
is not absolute, however—especially in cases 
involving young, inexperienced government 
attorneys. Normally, when the stipulation 
upon review is found unacceptable by the 
regional counsel and the desired change is 
pointed out to the taxpayer’s counsel, the 
latter will agree that the requested change 
is a reasonable and proper one. 


This reviewing procedure represents a 
hazard always encountered by counsel who 
must necessarily negotiate with government 
personnel who do not have final authority. 
It is as unfortunate as it is inevitable. How- 
ever, it may be said that the practice of hav- 
ing a reviewing authority in a position to 
“second guess” his subordinate, who is 
working with the taxpayer or his counsel, 
is one which the author never found abused 


in the chief counsel’s office. It likewise may 
be said with all certainty that when a trial 
attorney in the regional counsel’s office ne- 
gotiates, and agrees upon, a stipulation of 
facts with the taxpayer’s counsel, he does 
so in good faith, with the expectation that 
his final product will be approved and signed 
as submitted. Counsel should be aware of 
this procedure, however, if only to recognize 
the additional time element required for 


review purposes. 


In conclusion, time spent on a _ well- 
developed stipulation of facts is time well 
spent. The advantages are many. Counsel 
is able to devote his time to the factual 
development of his case well in advance of 
the trial date, and at his own convenience. 
He is less likely to overlook essential ele- 
ments of proof in stipulating than if he at- 
tempted to develop such facts through a 
witness who is under the stress of trial. 
Stipulating most of the facts permits him 
to concentrate his attention on the con- 


troverted areas of the case, which areas also 
become better defined during stipulation 
negotiations. Witnesses may be eliminated, 
and the general trial burden obviously reduced. 


Last, but by no means least, the drafting 
of a proposed stipulation of facts presents 
counsel with an excellent means of review- 
ing, analyzing and evaluating his case. It 
is small wonder, then, that experienced tax 
counsel are generally agreed that while 
compliance with Rule 31(b) may not be an 
absolute requirement, it is, to say the least, 
a practical necessity. [The End] 


SHOULD THIS CASE HAVE GONE TO COURT? 


“Cracker-barrel” gossiping among 
tax practitioners produced the follow- 
ing case, which was relayed to us by 
Lewis Gluick, CPA, Miami, Florida: 

The mortgage was for $10,000 at 8 
per cent interest, due January 2 and 
July 1. It was an old-fashioned mort- 
gage, with no proviso for periodic 
payments to reduce the principal. Both 
parties reported on a cash basis. One 
year the mortgagor had made the 
usual payments—$800—but desired to 
get an extra deduction. On Decem- 
ber 28, however, his check for $400 
for the payment due the following 
January 2 was refused. The mort- 
gagor then took $400 in cash to the 


mortgagee’s bank and deposited it in’ 


her name, plainly writing on the de- 
posit ticket the source of the money. 

The mortgagee knew nothing about 
it until the bank statement came to 
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her. Though indignant at first, she 
decided to ignore it. But the mort- 
gagor, being a good taxpayer, filed 
Form 1096 and attached Form 1099, 
showing the mortgagee as having 
been paid+ $1,200 in interest. That 
didn’t match up with the mortgagee’s 
return, and she was assessed for the 
additional tax on $400, plus interest. 

The mortgagee defended herself 
with the concept of “involuntary in- 
come.” But she had to pay. Then 
she sued the mortgagor for the excess 
tax and interest. The mortgagor paid 
her for the tax and interest, and then, 
to keep peace, got the mortgage re- 
financed, 

A young accountant who liked the 
idea of “involuntary income” vowed: 
“If the case were only ten times as 
big, I’d have made a fight of it.” 
What would you have done? 
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The Case of the Reappearing Basis 


By SAMUEL BRODSKY and |. MEYER PINCUS 


This article is concerned with the problem of what happens to a stockholder’'s 
basis in various situations where the stock is redeemed or where 

Section 306 stock is sold and the proceeds are taxed us ordinary income. 

From data supplied by the regulations, the authors 

have extracted a series of principles to be applied in 


effecting an adjustment with respect to the unused basis of stock. They also 
explore intriguing problems which the regulations leave unsolved. 


NE of the unsolved mysteries under the 

1939 Code was whether, when the pro- 
ceeds of a partial redemption of stock were 
treated as “essentially equivalent” to a divi- 
dend, the basis of the stock disappeared.’ 
In such a case, the entire proceeds of the 
redemption were taxed as ordinary income, 
without a recoupment of the basis. What, 
then, happened to the basis of the stock? 
If it disappeared, was a loss to be recog- 
nized, or was the unused basis consigned to 
perpetual oblivion? 


Under the 1954 Code, a new touch of 
mystery was added. When “Section 306 
stock” is sold or redeemed, the entire pro- 
ceeds may be taxed as ordinary income, 
without a recoupment of basis.*”, What hap- 
pens to the unused basis of this stock? The 


1954 Code states that when Section 306 
stock is sold, no loss will be recognized.* 


Does this seal the fate of the fugitive basis, 
or may it reappear in some other form? 


The solution to some of these problems is 
provided in the recently promulgated regu- 


lations under Subchapter C of the 1954 
Code.* In a few specific instances, the veil 
of mystery is lifted. It is the purpose of 
this article to point out the problems an- 
swered by the regulations and to explore 
some of the other, more intriguing, problems 
which the regulations leave unsolved. In 
many instances, the answers will vitally 
affect the ability of a stockholder in a closely 
held business to recover his investment, or 
basis, in the corporate enterprise. 


REDEMPTIONS 


Under Section 302 of the 1954 Code, the 
redemption of a part of the stock of a cor- 
poration will not be treated as a capital 
transaction, involving a payment in exchange 
for the stock, if the distribution is “essen- 
tially equivalent” to a dividend to the re- 
deeming stockholders. Where it is found 
that a distribution in redemption of stock 
has the effect of a dividend, it will be taxed 
as such to the stockholders under Section 
301.5 The regulations provide that “All dis- 





1See Katcher, ‘‘The Case of the Forgotten 
Basis: An Admonition to Victims of Internal 
Revenue Code Sec. 115(g),’’ 48 Michigan Law 
Review 465; see also Maloney, ‘Outline of 
Points to Be Considered in Stock Redemptions,”’ 
Proceedings of New York University fifth An- 
nual Institute on Federal Taxation, pp. 837, 842. 
Sec. 115(g) of the 1939 Code has its counter- 
part in 1954 Code Sec. 302(b)(1) and 302(d). 
All further references in this article are to sec- 
tions of the 1954 Code, unless otherwise indi- 
cated. 

2 Sec. 306(a), which determines the extent to 
which the proceeds are taxable, applies to the 
‘amount realized’’ and not to the recognized 
gain. 


Reappearing Basis 





3 Sec. 306(a)(1)(C). 

*T. D. 6152, Secs. 1.301 and following. These 
problems were briefly noted when the 1954 Code 
was first enacted. See, for example, Rieser, 
“Dividends, Bail-Outs and Other Corporate 
Distributions,’ 32 Taxes 989, 994 (December, 
1954); Owen, “Stock Redemptions and Partial 
Liquidations Under the 1954 Code,’’ 32 TAxEs 
979, 980 (December, 1954); Brodsky, ‘Stock 
Dividends, Stock Rights and Recapitalizations,’’ 
Proceedings of New York University Fourteenth 
Annual Institute on Federal Taxation, pp. 647, 
652. 

5 Sec. 302(d). 
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tributions in pro rata redemptions of a part 
of the stock of a corporation generally will 
be treated as distributions under section 301 
if the corporation has only one class of 
stock outstanding.” * 

Thus, if A and B are the sole stockholders 
of corporation X, each owning 500 shares 
of its common stock, and 100 shares are re- 
deemed from each of them, the proceeds of 
redemption of the stock will be treated as 
essentially equivalent to a dividend to A 
and B, assuming that corporation X has 
the necessary earnings and profits. How- 
ever, the shares which were turned in to 
the corporation no longer exist, and A and 
B will not have an opportunity to recover 
their basis in any subsequent transaction in 
those shares. 


Regulations 


In order to preserve for eventual recovery 
the unused basis of the redeemed stock, the 
regulations have adopted this general rule:’ 


“In any case in which an amount received 
in redemption of stock is treated as a dis- 
tribution of a dividend, proper adjustment of 
the basis of the remaining stock will be made 
with respect to the stock redeemed.” (Italics 
supplied.) 

It will be noted that this rule is stated 
to be applicable in “any case” in which a 
redemption of stock is treated as a divi- 
dend. It thus appears to reflect a broad 
policy decision on the part of the Treasury 
to permit an equitable adjustment of basis 
“of the remaining stock” whenever the re- 

® Regs. Sec. 1.302-2(b). 

7 Regs. Sec. 1.302-2(c). 

8 See Subch. O, Pt. II, particularly Sec. 1016, 
entitled ‘‘Adjustments to Basis."’ See, also, Sec. 
301(c)(2). 

* For the expression of a contrary view uuder 
the provisions of the 1939 Code, see Katcher, 
work cited at footnote 1. However, the lan- 
guage of Sec. 302 is such as to leave little doubt 
that where the transaction is regarded as es- 
sentially equivalent to a dividend, it will be 
treated in the same manner as if an actual divi- 
dend were involved, in which case a loss cannot 


be realized for want of a closed transaction. 
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demption of stock is treated as a dividend. 
However, the rule vaguely refers to a “proper” 
adjustment, and the method of adjustment 
in many instances is by no means clear. 

The Code itself offers no guidance as to 
the methods or techniques of adjustment. 
Indeed, there is no specific statutory author- 
ity to support the rule of adjustment which 
the regulations establish. Section 1012, which 
deals generally with the question of basis, 
states that “the basis of property shall be 
the cost of such property,” and none of the 
exceptions to the general rule, or the pro- 
visions dealing with adjustments to basis, 
suggests the possibility that stock may obtain 
additional basis by “tacking” when there is 
a disposition of other stock." 

In the absence of an express statutory 
provision allowing a basis adjustment in 
this area, there are only two alternatives 
to the rule established by the regulations. 
The first alternative would be to allow a 
loss to be recognized to the extent of the 
unused basis. While not expressly fore- 
closed by the Code itself in the case of a 
redemption, such a result would be at vari- 
ance with the Code rule (discussed below) 
in connection with sales of Section 306 
stock. Moreover, since the transaction is 
treated for tax purposes as the equivalent 
of a dividend, and not as a distribution in 
exchange for the stock, there would not 
appear to be any occasion for the recognition 
of a loss.® The second alternative—total 
disappearance of the unused basis—would 
be out of harmony with the general struc- 
ture of the Code and its purpose to allow, 
at some point, a tax-free recovery of a 
capital investment. 

The result reached in the regulations may, 
perhaps, be rationalized on the ground that 
where a redemption is treated as a dividend, 
the stock which is turned in to the corpo- 
ration will be deemed to have been con- 
tributed to its capital. In other situations, 
when stockholders surrender part of their 
stock to the corporation, without consideration, 


the transaction is treated as a capital contribu- 
tion,” and the basis of the surrendered stock is 


” Hellman v. Helvering, 4 ustc § 1205, 68 F. 
(2d) 763 (CA of D. C., 1934); Charles M, Haft, 
CCH Dec. 6228, 20 BTA 431 (1930); O. D. 216, 1 
CB 126; I. T. 1168, I-l1 CB 194. The same rule 
has been applied where the stock which is sur- 
rendered is preferred stock. Commissioner v. 
Hadley, 35-1 usrce § 9115, 75 F. (2d) 485 (CCA-2); 
ef. Taylor v. MacLaughlin, 39-2 ustc { 9722, 30 
F. Supp. 19 (DC Pa.). The capital contribution 
theory was referred to in Owen, work cited at 
footnote 4, at p. 980. See, also, Sec. 304(a), in- 
volving distributions in connection with pur- 
chases of stock between related corporations. 
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added to the basis of the stock which re- 
mains. However, the regulations reach the 
same result, as noted below, in the case of 
a sale of Section 306 stock, which does not 
involve the “turning in” of stock to the 


corporation, 


Accordingly, it would appear that the 
approach taken by the regulations is funda- 
mentally the result of practical necessity 
and is dictated by a desire to save the un- 
used basis from total extinction. However, 
the development of rules in this area by 
judicial and administrative interpretation, 
in order to fill gaps which appear in the 
statute, is not wholly without precedent. 
At least three instances have been found, 
for example, in which consideration for the 
structural symmetry of the internal revenue 
laws has led to the formulation of non- 
statutory “tacking” rules for determining 
the holding period of capital assets.“ A 
similar process seems justified here in the 


case of basis. 


Original Ownership: Partial Redemption 


Where stock is held by an individual and 
part of his stock is redeemed, the application 
of the rule of adjustment contained in the 
regulations presents no particular difficulty. 
The regulations illustrate this by the follow- 


ing example:” 


“Example (1). A, an individual, pur- 
chased all of the stock of Corporation X 
for $100,000. In 1955 the corporation re- 
deems half of the stock for $150,000, and 


it is determined that this amount consti- 
tutes a dividend. The remaining stock of 
Corporation X held by A has a basis of 


$100,000.” 


Thus, the basis of the redeemed stock is 
saved by adding it back to that of the re- 
maining stock held by A. If A later sells 
or redeems the remaining stock, the entire 
original basis will be recovered before he is 
deemed to realize any gain. 


Divided Ownership: Total Redemption 


However, a somewhat more difficult prob- 
lem exists where the ownership of the stock 
is divided among several persons, some of 


1 Helvering v. New York Trust Company, 4 
ustc { 1293, 292 U. S. 455 (1934) (involving the 
holding period of assets acquired by gift); 
Regs. 65, Art. 1651 (promulgated under the 
Revenue Act of 1924) (involving the holding 
period of stock received as a dividend); and 
I. T. 2259, V-1 CB 18 (1926) (involving the 
holding period of stock received in a ‘‘spin off’’ 
reorganization). 


% Regs. Sec. 1.302-2(c). 
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whom may have derived their shares by 
gift from the original stockholders. Generally, 
the stock held by any person who received 
it as a gift will have a substituted basis, 
determined by reference to its basis in the 
hands of the donor.” Therefore, a redemp- 
tion of the stock of the donee will have an 
effect upon the potential recovery of the 
donor’s original basis if the proceeds are 
regarded as equivalent to a taxable dividend 
to the donee.“ 

‘A failure to permit a retransfer of the 
unused basis to the remaining stock of 
the donor would cause an_ irretrievable 
loss of the donor’s original investment. 
By the same token, a redemption of the 
stock retained by the donor, under cir- 
cumstances requiring the proceeds to be 
taxed as a dividend, would occasion a simi- 
lar loss unless the unused basis of the 
donor’s stock were permitted to be shifted 
to the “remaining stock” held by the donee. 


The regulations provide a solution to the 
problems in this area in the following 
example:” 

“Example (2). H and W, husband and 
wife, each own half of the stock of Cor- 
poration X. All of the stock was purchased 
by H for $100,000 cash. In 1950 H gave 
one-half of the stock to W, the stock trans- 
ferred having a value in excess of $50,000. 
In 1955 all of the stock of H is redeemed 
for $150,000, and it is determined that the 
distribution to H in redemption of his shares 
constitutes the distribution of a dividend. 
Immediately after the transaction, W holds 
the remaining stock of Corporation X with 
a basis of $100,000.” 

It is believed that the same method of 
adjustment would be used if W’s stock were 
redeemed. Under those circumstances, the 
unused basis of W’s stock would be retrans- 
ferred to the remaining stock held by H. 
Thus, the second example establishes the 
subordinate rule that the adjustment process 
may involve a transference of basis from 
the stock of one person to that of another. 


Divided Ownership: Partial Redemption 


A more complex factual situation is pre- 
sented where there is both divided ownership 





13 Sec. 1015(a). 
“Under Secs. 302(c) and 318, the donee may 
be deemed the constructive owner of the re- 
maining stock held by the donor, in which case 


the donee will not have completely terminated 
his stock interest when his own stock is re- 


deemed. If so, the proceeds of redemption may 
be treated as essentially equivalent to a divi- 
dend to the donee. 


% Regs. Sec. 1.302-2(c). 
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of the stock and less than a complete re- 
demption of the stoek of a particular stock- 
holder. The problem is illustrated by the 
third example given in the regulations:" 

“Example (3). The facts are the same 
as in example (2) with the additional facts 
that the outstanding stock of Corporation X 
consists of 1,000 shares and all but 10 shares 
of the stock of H is redeemed. Immediately 
after the transaction, H holds 10 shares of 
the stock of Corporation X with a basis of 
$50,000, and W holds 500 shares with a 
basis of $50,000.” 

However, suppose that it is W’s stock 
which is partially redeemed. Since Example 
(2) seems to adopt the thesis that once W 
receives stock from H she is to be treated 
in the same manner as H for purposes of 
basis adjustment, it would follow that any 
unused basis resulting from a partial re- 
demption in her hands would be added to 
the basis of her remaining stock, as in the 
case of H in Example (3). 

Thus, the Treasury appears to have taken 
the position in Example (3) that in cases 
of divided ownership, basis adjustment should 
be made “stockholder by stockholder.” The 
basis of the stock of each stockholder is 
preserved independently, until his total hold- 
ings are exhausted. Not until those holdings 
are completely redeemed may any unused 
basis be allocated to the shares of the other 
stockholder, as in Example (2), even though 
the other stockholder may have derived his 
or her shares from the stockholder whose 
stock was partially redeemed. 

In this situation of divided ownership, 
there are conflicting considerations involved 
in determining the proper adjustment for- 
mula. The technique adopted in Example 
(3) has much to be said for it in terms of 
administrative simplicity, in that it obviates 
the need for recomputing the basis of stock 
held by several stockholders as the result 
of a transaction involving only one of them. 
However, it is also possible to adopt a 
“share by share” method of adjustment, 
under which each share, regardless of by 
whom it is held, participates proportionately 
in the unused basis of the redeemed stock. 


It is evident that under the “stockholder 
by stockholder” approach of the regulations, 





1% Regs. Sec. 1.302-2(c). 

7S. Rept. 1622, 83d Cong., 2d Sess., p. 241. 
For a general discussion of the bail-out problem 
under the 1939 Code, see Dean, ‘‘Rules Gov- 
erning Preferred Stock Bail-Outs,’’ Proceedings 
of New York University Fourteenth Annual In- 
stitute on Federal Taxation, p. 691; Harris, 
‘The Status of Preferred Stock Bail-Outs,’’ 34 
TAXES 403 (June, 1956). 
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a serious distortion develops in the relative 
investment equities represented by H’s stock 
and W’s stock. After the transaction is 
completed, H’s ten shares of stock in Ex- 
ample (3) have a basis of $5,000 per share 
($50,000 allocated among ten shares) while 
W’s 500 shares of stock have a basis of only 
$100 per share ($50,000 allocated among 
500 shares), although all of the shares origi- 
nated with H. Yet, if H had caused the 
redemption to take place before making the 
gift to W, the basis of the 490 shares that 
were redeemed would have been allocated 
ratably among the remaining 510 shares. 
If H thereafter had made a gift to W of 
the same 500 shares, those shares, as well 
as the ten shares retained by H, would 
have had an adjusted basis of $196.08 each. 

In the case of a gift made prior to re- 
demption, the distortion produced by the 
regulations is thus the result of the “stock- 
holder by stockholder” approach to basis 
adjustment. Because of the resulting distor- 
tion, this approach may make it possible 
for redemptions to be effected in a manner 
which will permit the planned shifting of 
basis among members of the family group, 
leading to possible tax avoidance upon eventual 
sale of the remaining stock. The alternative 
approach, involving the allocation of the 
unused basis among all of the remaining 
shares, is referred to below as the “parity 
principle,” which is of particular importance 
in the discussion of Section 306 stock. 


DISPOSITIONS 
OF SECTION 306 STOCK 


Section 306 of the 1954 Code was designed 
to prevent the “preferred stock bail-out” by 
requiring the proceeds of a sale (or other 
disposition) of certain stock to be treated 
as ordinary income instead of capital gain.” 
The technique which it employs is to classify 
stock distributed for bail-out purposes as 
“Section 306 stock” and to attach ordinary 
income consequences to the sale or other 
disposition of the stock. 

In general, stock is treated as Section 306 
stock if it is received as a tax-free stock 
dividend, except where it is common stock 
distributed with respect to existing common 
stock.” Thus, it would ordinarily include 


% Sec. 306(c)(1)(A). Also included is stock, 
other than common stock, which is received in 
a tax-free reorganization, to the extent that 
the effect of the transaction is ‘‘substantially the 
same as the receipt of a stock dividend, or the 
stock was received in exchange for Section 306 
stock.”’ See. 306(c)(1)(B). 
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preferred stock distributed as a dividend to 
common stockholders. Where stock is treated 
as Section 306 stock, the entire proceeds of 
any subsequent disposition of that stock 
may be taxed either as a dividend or as 
noncapital gain, even though under Section 
307 the stock has acquired a basis, deter- 
mined by allocation to it of a part of the 
basis of the stock with respect to which 
it was received.” 

If the disposition of the Section 306 stock 
takes the form of a redemption, the pro- 
ceeds are treated as a distribution of prop- 
erty to which Section 301 applies,” and 
accordingly will be taxable as a dividend to 
the extent of the corporation’s earnings and 
profits at the time of redemption. In this 
respect the results are basically the same 
as under Section 302 in those cases where, 
regardless of the character of the stock, the 
redemption is treated as “essentially equiva- 
lent” to a dividend.” If, however, the dis- 
position is a sale, the proceeds are regarded 
as noncapital gain to the extent of the amount 
which would have been taxed as a dividend 
when the Section 306 stock was first dis- 
tributed if, in lieu of the stock, the corpora- 
tion had distributed money equal to its then 
value.” 

Where the proceeds of a sale of Section 
306 stock are greater than the amount which 


is taxed as noncapital gain, the excess will 
be treated as the proceeds of a capital trans- 
In that event, the basis attributed 
to the Section 306 stock can be deducted 
from the excess and the difference, if any, 


action. 


will be taxed only as capital gain.” How- 
ever, the excess of the proceeds of sale over 
the portion treated as noncapital gain may 


not be sufficient to allow a recovery of the 
basis attributed to the Section 306 stock. 
Hence, the question is again raised as to 
how the unused basis can be preserved or 
recovered, bearing in mind that this basis 
is a part of the stockholder’s investment in 
the original stock with respect to which the 
Section 306 stock was received. Here, too, 
the regulations provide some of the answers; 
others are to be found in the structure of 
Section 306 itself. However, in many in- 
stances the regulations do not even touch upon 
problems that are certain to be presented. 


Illustration of Problem 


An analysis of the problem of basis ad- 
justment in this area will be facilitated by 
the use of an example. Let us assume that 
H is the sole stockholder of corporation X, 
his investment being represented by 100 
shares of common stock having an aggre- 
gate basis in his hands of $10,000. On 
November 1, 1956, the corporation issues to 
H, as a stock dividend, 50 shares of its 
preferred stock, which have a par value of 
$100 per share, or a total par value of 
$5,000, and the stock is determined to be 
Section 306 stock. On that date, it is also 
assumed that the preferred stock has a fair 
market value of $5,000 and the common 
stock has a fair market value of $95,000. 
Under Section 307, the basis of the common 
stock would be allocated between the two 
classes of stock in proportion to their rela- 
tive market values. Accordingly, the basis 
of the preferred stock would be $500 
($5,000/$100,000 x $10,000), and the re- 
maining basis of the common stock would 


be $9,500 ($95,000/$100,000 x $10,000). 





”% Ordinary income consequences will not at- 
tach to a disposition of Sec. 306 stock if it can 
be established that the transaction was not ‘“‘in 
pursuance of a plan having as one of its prin- 
cipal purposes the avoidance of Federal income 
tax." Sec. 306(b)(4). 

»® Sec. 306(a)(2). 

“For this reason, the discussion below is 
confined principally to sale of Sec. 306 stock, 
since the rules applicable generally to redemp- 
tions were discussed above. 

2% Sec. 306(a)(1). This dichotomy between 
dividend and noncapital gain treatment ap- 
parently stems from a conceptual difficulty in 
classifying the proceeds of a sale as a ‘“‘divi- 
dend."" A similar distinction was drawn in 
G. C. M. 25063, 1947-1 CB 45, dealing with dis- 
positions of taxable stock rights under the 1939 
Code. It was held that a sale of such rights 
produced noncapital gain, whereas an exercise 
of the rights (resulting in a flow of benefit 
from the corporation) constituted a dividend. 
However, this distinction results in needless 
complexity. The doctrine of Helvering v. Horst, 
40-2 ustc { 9787, 311 U. S. 112, and Helvering v. 
Bubank, 40-2 ustc { 9788, 311 U. S. 122, would 
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appear to provide ample ground for viewing 
the proceeds of a sale of bail-out stock as ema- 
nating from the corporation. See also Tobacco 
Products Export Corporation, CCH Dec. 20,130, 
21 TC 625 (1954), app. dism’d (CA-2, July 29, 
1955), holding that the proceeds of a sale of 
taxable rights are to be treated as a dividend 
for purposes of the dividend received credit. 

24 Sec. 306(a)(1)(A). Because of the difference 
in approach where Sec. 306 stock is sold rather 
than redeemed, and the apparent difficulty in 
classifying the proceeds of sale as a dividend, 
the “‘income element’’ of the stock in the case 
of a sale is a fixed amount, related to the 
amount which would have been taxable at the 
time of original distribution of the stock. How- 
ever, in the case of a redemption, no such diffi- 
culty exists, and the entire amount of the 
proceeds may be taxed as a dividend if there 
are sufficient earnings at the time of redemption. 
Thus, a premium is still placed on the form of 
the transaction; the traditional path of a sale 
followed by a redemption in the hands of the 
purchaser may reduce substantially the tax 
which would otherwise be paid if the stock 
were simply redeemed. 
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On December 31, 1956 (which is the end 
of its current fiscal year), corporation X 
has earnings and profits of at least $5,000 
(the fair market value of the preferred stock 
on the date of its distribution). If the pre- 
ferred stock is later sold by H for $5,100, 
the amount of $5,000 would be treated as 
noncapital gain.* The remaining $100 would 
be applied to reduce the $500 allocated as 
the basis of the stock, and there would be 
left $400 of unused basis. Similarly, if the 
stock were redeemed for its par value and, 
at the time of redemption, corporation X 
continued to have earnings and profits of 
at least $5,000, the entire proceeds would be 
taxed as a dividend, leaving $500 of un- 
used basis. 


Statutory Provisions 


Section 306(a)(1)(c) provides that in the 
case of a disposition of Section 306 stock 
in a transaction which is not a redemption 
(for example, in the case of a sale), no loss 
will be recognized. Thus, the recovery of 
the unused basis through the recognition of 
a loss is specifically precluded; and the only 
solution to the problem of unused basis in 
this area, short of allowing its total disappear- 
ance, would appear to be a rule comparable 
to that established by the regulations under 
Section 302. While no such rule is expressly 
provided in the regulations under Section 
306, the examples indicate that a similar 
rule is to be applied. 


Original Ownership: 
Total Disposition of Section 306 Stock 


In an example substantially identical to 
the illustrative example set forth above, in- 
volving the simple case of a stockholder 
holding common as well as preferred stock, 
the latter having been received as a divi- 
dend on the common stock, the regulations 
state:” 


“Example (2). The facts are the same as 
in example 1 except that A sold his 50 
shares of preferred stock for $5,100. Of 
this amount $5,000 will be treated as gain 
from the sale of property which is not a 
capital asset. No loss will be allowed. There 
will be added back to the basis of the com- 
mon stock of Corporation X with respect to 
which the preferred stock was distributed, 


* This is the amount which would have been 
treated as a dividend when the preferred stock 
was originally distributed if, in lieu of $5,000 
worth of stock, the corporation had distributed 
$5,000 in money. 

2%. There is no comparable proviso in the case 
of a redeinption of Sec. 306 stock. However, it 
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$400, the allocated basis of $500 reduced by 
the $100 received.” 

Thus, the unused basis is preserved by 
retransferring it to the original stock from 
which it was derived. Section 306 having 
performed its function of insuring ordinary 
income treatment to the earnings repre- 
sented by the Section 306 stock, the unused 
basis is permitted to revert to the common 
stock which was the source of those earnings. 


Original Ownership: 
Partial Disposition of Section 306 Stock 


The preceding example involved the dis- 
position of all of the Section 306 stock held 
by the stockholder. It may happen, how- 
ever, that only part of the Section 306 stock 
is sold. In that case, it might be argued 
that (1) the unused basis of the stock re- 
verts to the common stock, (2) it attaches 
to the remaining Section 306 stock or (3) it 
should be allocated between the common as 
well as the remaining Section 306 stock. 
The regulations adopt the first alternative, 
in an example which states:” 

“Example (3). The facts are the same as 
in example 1 except that A sold 25 of his 
shares of preferred stock for $2,600. Of 
this amount $2,500 will be treated as gain 
from the sale of property which is not a 
capital asset. No loss will be allowed. There 
will be added back to the basis of the com- 
mon stock of Corporation X with respect to 
which the preferred stock was distributed, 
$150, the allocated basis of $250 reduced by 
the $100 received.” 

Thus, it is only the common stock which 
acquires the unused basis of the preferred 
shares that were sold. Whether the basis is 
to be traced back to the specific shares of 
common stock with respect to which the 
particular preferred stock was distributed is 
not clear. However, where the specific shares 
of common stock cannot be identified, it 
seems reasonable to believe that the parity 
principle will operate to require a “share 
by share” allocation among all of the shares 
of common stock. 

It will be noted that both examples of 
basis adjustment given in the regulations 
under Section 306 require a retransfer of 
the unused basis to the original common 
stock. In Example (3), this result was pre- 


would appear, for the reasons stated earlier, 
that no loss would be recognized in the case of 
any redemption when the reason for the failure 
to recover basis is that the proceeds are taxed 
either wholly or partly as a dividend. 

76 Regs. Sec. 1.306-1(b)(2). 

27 Regs. Sec. 1.306-1(b)(2). 
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scribed even though there was other Section 
306 stock remaining. The retransfer of the 
unused basis solely to the original stock is 
referred to below as the “reverter principle.” 


On the other hand, the regulations under 
Section 302, dealing with redemptions, called 
for an adjustment of the basis of the “re- 
maining stock,” which could include, in the 
case of a partial redemption (as distinguished 
from a sale) of Section 306 stock, the bal- 
ance of that stock held by the redeeming 
stockholder. However, the regulations un- 
der Section 302 deal only with a situation 
involving one class of remaining stock. Since 
they fail to discuss specifically a case in- 
volving both types of stock, there is no 
clear indication that the rule requiring ad- 
justment of the basis of the “remaining 
stock” would be rigidly followed where 
some of the stock remaining after a redemp- 
tion is Section 306 stock. It is believed that 
in such a situation, the reverter principle 
should be applied, and that the unused basis 
should be retransferred solely to the origi- 
nal common stock with respect to which 
the Section 306 stock was distributed. 


Divided Ownership 


In the case of a closely held enterprise, 
such as corporation X, the distribution of a 
preferred stock dividend is often the prelude 
to a program of intrafamily gifts. Typically, 
it provides a vehicle for the transfer of in- 
come-producing interests (that is, the pre- 
ferred stock) to one branch of the family, 
such as the wife or daughter of the principal 
stockholder, and of all or a part of the 
voting interest (that is, the common stock) 
to the sons of the stockholder. Some or all 
of both classes of stock may be the subject 
of gifts; some or all of both classes may be 
retained. In such case, the problem of un- 
used basis will be presented upon a later 
sale or redemption of the preferred stock. 
The problem is made somewhat more com- 
plex, however, by the appearance of the new 
cast of characters, that is, the persons to 
whom gifts were made. 

Where gifts are contemplated with only 
one donee in mind, there are eight possible 
patterns of ownership, when the gifts are 
completed. These are set forth in Table I. 
In the table, the symbol “C” is used to 
denote common stock; the symbol “P” 
is used to denote preferred stock; and the 
symbols “C/2” and “P/2” are used, respec- 
tively, to denote part of the common stock 
and part of the preferred stock. 


TABLE I 
Pattern H (Donor) 
1 None 
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In the discussion which follows, it will 
be assumed that the proceeds of sale of the 
preferred stock exceed the amount which 
is taxable as noncapital gain, but that the 
excess is not great enough to allow a com- 
plete recovery of the basis allocated to that 
stock. Thus, in each case there will be an 
unrecognized “loss” and a corresponding 
amount of unused basis. It will also be 
assumed that when the preferred stock is 
sold, the common stock is still held by the 
owner designated in Table I or has been 
disposed of by him in a transaction which 
does not qualify as a complete termination 
of his “entire stock interest.” * 


Analysis 


(1) Pattern 1 involves a situation where 
the donor has given all of the stock, both 
common and preferred, to the donee. If the 
preferred stock is later sold by the donee, 
either in whole or in part, the same results 
should obtain as in the case of a disposition 
by H. Section 306(c)(1)(C) provides that 
Section 306 stock will include stock which, 
in the hands of the stockholder who sells 
or otherwise disposes of the stock, has a 
basis which is determined by reference to 
its basis in the hands of another person. 
Since, in the case of a gift, basis is deter- 
mined by reference to the basis of the 
donor,” the preferred stock in Pattern 1 
will constitute Section 306 stock in the hands 
of the donee. Therefore, there is every 
reason to believe that, having also acquired 
the common stock, the donee will be per- 
mitted to adjust his basis for the common 
stock by the amount of the unused basis 
of the preferred stock which he sells. The 
common stock which the donee now owns 
is the stock “with respect to which the 
preferred stock was distributed,” and there- 
fore literally complies with the rule stated 
in the examples quoted from the regulations 
under Section 306. Had the donee acquired 
the common stock in its original form, and 





% See Sec. 306(b) (1). 
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*”% Sec. 1015(a). 
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himself caused the issuance and distribution 
of the preferred stock, he would have been 
in the same position as H in the previous 
discussion and would have been allowed an 
adjustment upon any later disposition of 
the preferred stock. The same results should 
follow where the donee acquired H’s entire 
“bundle of rights,” including the preferred 
stock. 


(2) Pattern 2 presents the first actual ex- 
ample of divided ownership of the common 
and the preferred stock. This pattern con- 
templates the retention by H of all of 
the preferred stock and a gift by him to the 
donee, possibly his son, S, of all of the 
common stock. Thus, Pattern 2 is basically 
a retirement pattern, under which the man- 
agement of the corporation is vested in S, 


and H retains the right to receive income. 


If all of the preferred stock is thereafter 
sold by H, any adjustment which is per- 
mitted will require a transfer of the unused 
basis from H to the donee. While there 
is no specific provision in the regulations 
under Section 306 to cover this type of 
transaction,” the rule developed in the area 
of redemptions—which allows a transfer of 
the unused basis of the stock of one stock- 
holder to the stock of another where the 
stock of the former is wholly redeemed "— 
seems equally applicable in the case of Sec- 
tion 306 stock. 


This is particularly evident where the dis- 
position of the Section 306 stock takes the 
form of a redemption, since the previously 
quoted language of the regulations under 
Section 302 allows the adjustment of the 
basis of the remaining stock in “any case” 
where the proceeds of a redemption are 
treated as a dividend. The underlying factor 
of dividend equivalence is present, whether 
it comes from a partial redemption of com- 
mon stock under Section 302 or from a 
redemption of Section 306 stock. 


The same rule would also appear to be 
applicable in the case of a sale of Section 
306 stock. The structure of Section 306 is 
such that a sale of Section 306 stock may 
be compared to a delayed dividend distri- 
bution. The amount which is taxed as non- 
capital gain is the amount which would 
have been taxed as a dividend when the 
stock was distributed if, in lieu of the stock, 
the corporation had distributed money. The 
classification of the stock as Section 306 stock 
is thus a way of insuring that the “dividend 
element” of the stock ultimately will be 

% None of the examples given in the regula- 


tions under Sec. 306 involves the situation of 
divided ownership. 
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subjected to tax as ordinary income. When 
the ordinary income potential is exhausted 
by a sale of the stock, it seems appropriate, 
as in the case of a redemption which is 
treated as a dividend, to allow the unused 
basis of the Section 306 stock to revert to 
the stock with respect to which it was 
distributed. 


A more difficult problem would be pre- 
sented if H, in Pattern 2, were to sell only 
part of the preferred stock. In that case, 
the unused basis of the preferred stock 
might (1) attach to the remaining preferred 
stock held by him, (2) be transferred to the 
common stock held by the donee or (3) be 
allocated between the common and remain- 
ing preferred stock. Here, again, there are 
competing considerations of policy involved. 
The first concern is whether the basis should 
be preserved “stockholder by stockholder,” 
the second whether it should be preserved 
“share by share.” If the latter, the ques- 
tion is raised as to whether the unused 
basis should revert to, and be allocated 
among, the shares of a particular class (such 
as the common stock with respect to which 
the preferred stock was distributed) or 
should be allocated solely by reference to 
individual shares, without distinction as to 
class. 


As we have seen, the regulations under 


Section 302 take a “stockholder by stock- 
holder” approach where the ownership of 


stock is divided. This approach requires 
the unused basis of any stock to be added 
back to the remaining stock held by the 
same stockholder. On the other hand, the 
regulations under Section 306, at least where 
both classes of stock are held by one 
stockholder, apply the reverter principle 
(even in the case of a disposition of part of 
the Section 306 stock) and require the 
unused basis to be allocated solely to the 
common stock, 


It would appear that the reverter principle 
should be applied in the case of Pattern 
2, even though it requires a transfer of basis 
from H to the donee at a time when H 
continues to own the remaining preferred 
stock. As we have shown, the purpose of 
Section 306 is to make certain that the 
earnings on the common stock, which are 
represented by the Section 306 stock, are 
ultimately taxed as ordinary income. When 
that has been accomplished, the situation 
is the same as it would have been if a 
cash dividend had been distributed in the 
first instance. That being so, the common 


™ Regs. Sec. 1.302-2(c), Example (2). 
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stock should recover the basis temporarily 
allocated to the Section 306 stock. Thus, 
even if the “stockholder by stockholder” 
approach is properly applied in the realm of 
Section 302, when only common stock is 
involved, it does not appear applicable where 
Section 306 stock is also present. More- 
over, the “stockholder by stockholder” ap- 
proach would make it possible for all of the 
basis allocated to the Section 306 stock to 
become concentrated in’a single share of 
that stock, in the event of progressive dis- 
positions.” The appropriate rule would seem 
to be that even where ownership of the 
preferred and common stock is divided, a 
disposition of part of the preferred stock 
should result, by application of the reverter 
principle, in the retransfer of the unused 
basis to the original common stock, and the 
ratable division of the basis among all of 
the shares of the common stock in accord- 
ance with the parity principle. 


(3) Pattern 3 involves a reversal of the 
ownership of the common and preferred 
stock as it existed in Pattern 2. In this 
case, H retains the original common stock 
and transfers the preferred stock to the 
donee, who may be his wife or daughter. 
Pattern 3 is thus an income-shifting arrange- 
ment, under which H retains the equity 
interest and transfers the right to receive 


income to his family, In view of what has 
been said above, the preferred stock in the 
hands of the donee constitutes Section 306 
stock. Accordingly, it seems clear that the 
rules developed in the discussion of Pattern 
2 are equally applicable in this case. 


(4) In Pattern 4 there is the first division 
in the ownership of a particular class of 
stock. Referring to the illustrative example 
given above, Pattern 4 would result if H 
gave 25 shares of the preferred stock to his 
wife, W, and retained for himself the 
remaining 25 shares as well as all of the 
original common stock. This pattern is 
also based upon a desire to shift income to 
other members of the family. It provides at 
least two instances in which the problem of 
basis adjustment may arise. 

For example, H may sell the 25 shares of 
preferred stock which he retained. Under 
these circumstances, it is believed that the 


* The problem of concentration was referred 
to in Marie W. F. Nugent-Head Trust, CCH 
Dec. 18,632, 17 TC 817 (1951) (acq.), where the 
court rejected a claim by the Commissioner 
that the proceeds of a partial redemption of 
preferred stock were taxable as a dividend even 
though the taxpayer did not hold any of the 
common stock. The court pointed out that if 
the Commissioner’s argument succeeded, the 
basis for the entire block of preferred stock 
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unused basis of the stock would revert to 
his retained common stock. Viewing H by 
himself, his situation is the same as that in 
Example (2) of the regulations under Section 
306. While it is true that W, a separate 
stockholder, now holds some of the pre- 
ferred stock, none of the principles thus 
far discussed affords any ground for believ- 
ing that a part of H’s basis, in this instance, 
would pass to the donee. In fact, the rever- 
ter principle would seem clearly to require 
the adding-back of the basis to H’s com- 
mon stock, as would the “stockholder by 
stockholder” approach. 

The second case under Pattern 4 which 
may call for a basis adjustment would arise 
if W were to dispose of the 25 shares of 
preferred stock which she now owns. For 
the reasons mentioned above, the unused 
basis should revert entirely to the common 
stock held by H. This result is consistent 
with the approach taken in the regulations 
under Section 302, whereby unused basis 
may be transferred from one stockholder 
to another when the stock of the former is 
disposed of in its entirety; it is also con- 
sistent with the reverter principle of adding 
back the basis to that of the common stock. 

(5) As in the case of Pattern 4, the facts 
presupposed in Pattern 5 involve a division 
in the ownership of one of the two outstand- 
ing classes of stock, but in this case the 
stock which is divided is the common stock. 
This situation might occur, for example, 
if H transferred to his son, S, a part of the 
common stock of corporation X, in order 
to give S a right to participate in the 
management of X and to share in future 
dividends. H, however, retains all of the 
preferred stock. Thus, Pattern 5 involves an 
incentive arrangement frequently encountered 
in family corporations. 

If H were thereafter to sell some or all 
of the preferred stock, the question would 
squarely be raised as to whether the unused 
basis should be added back to the basis of 
all of the common stock “with respect to 
which the preferred stock was distributed” * 
—in which case it would be apportioned 
between H and S—or whether it should be 
used to adjust the basis of only those 
remaining shares of common stock held by 


would eventually be concentrated in the re 
maining shares ‘‘and, as the amount of the pre- 
ferred stock approached zero, the basis of the 
stock per share would reach fantastically high 
values which could never be recovered.’’ See, 
also, Penfield v. Davis, 52-1 ustc { 9320, 105 F. 
Supp. 292 (DC Ala.), aff'd, 53-2 usrc 7 9493 205 
F. (2d) 798 (CA-5). 
* Regs. Sec. 1.306-1(b)(2), Example 2. 





H. The latter alternative has the apparent 
sanction of the regulations under Section 
302; it also may be administratively more 
simple to handle the problem in this manner, 
since under the “stockholder by stockholder” 
method, only the basis of H will be adjusted. 
Nevertheless, the former alternative accords 
more nearly with the concept that the sale 
of Section 306 stock is comparable to a 
delayed dividend distribution, in which case 
the basis of each share of the common stock 
should be restored to its original condition. 

(6) Pattern 6 is a combination of Patterns 
4 and 5, involving a division of ownership of 
both the common and the preferred stock. 
For example, H transfers to his son, S, a part 
of the common stock of corporation X and 
also a part (not necessarily the same per- 
centage) of the preferred stock. This would 
give S both an “equity” and an “income” 
interest in the enterprise. 

If either H or S should dispose of his 
preferred stock, the unused basis would, 
in our view, revert proportionately to the 
common stock held by each of them. Thus, 
if H owned 60 shares and S owned 40 shares 
of the common stock and if S disposed of 
his preferred stock, 40 per cent of the 
unused basis would revert to S’s own com- 
mon stock and 60 per cent to that of H. 
Again, application of the “parity principle” 
prevents the attribution of an unrealistic 
basis to any particular share of the common 
stock in the hands of either H or S. It also 
prevents the use of preferred stock as a 
means of shifting or changing the basis of 
common stock held by particular members 
of the family group. 

The distortions produced as a result of 
the “stockholder by stockholder” approach are 
particularly well illustrated in the case of 
Pattern 6. For example, if S received from 
H only 5 shares of the common stock (out 
of the original 100) but received 45 shares 
of the preferred (out of the total of 50) and 
if, upon a sale by S of his preferred stock, 
the entire unused basis were to revert only 
to S’s common stock, S would have an 
adjusted basis for his eommon stock of 
$185 per share, whereas the basis for H’s 
common stock would be $95 per share, as 
shown by the following calculations (which 
are based on the figures given above in the 
illustrative example): 


(1) Basis of S’s common stock 


a. Basis before disposition of 
preferred stock 
5 


x $9,500 = 
100 


$475 
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Basis of preferred stock 
45 
— x 500 = 
50 
Adjusted basis of S’s common 
stock after disposition of pre- 
ferred stock (a + b) = 
Basis per share 
($925 + 5) = 
Basis of H’s.common stock 
a.- Basis of common stock 


$450 


$925 
$185 


$9,025 


b. Basis per share ($9,025 + 95) 


$ 95 


On the other hand, the reversion of the 
unused basis to the common stock as a 
class, and the application of the “parity 
principle” in allocating the unused basis 
within the class, produces an adjusted basis 


for each share of the common stock of 
$99.50, determined as follows: 


a. Basis of common stock: $9,500 


b. Basis of S’s preferred stock: $ 450 
c. Adjusted basis of common 
stock (a+b) = 
d. Basis per share 
($9,950 + 100) = $ 99.50 


(7) and (8) Pattern 7 is the converse of 
Pattern 5. Similarly, Pattern 8 is the con- 
verse of Pattern 4. For the reasons stated 
above, it is believed that comparable rules 
will be employed in effecting a redistribu- 
tion of the unused basis upon a disposition 
of the preferred stock. 


$9,950 


Thus, in Pattern 7, H retains part of the 
common stock and transfers to the donee 
the balance of the common stock and all of 
the preferred stock. Should the donee sell 
part of the preferred stock, the “reverter 
principle” would require the unused basis 
to revert to the common stock, and appli 
cation of the “parity principle” would require 
its ratable allocation among the common 
shares held by H and the donee. 

In Pattern 8, H retains only a portion of 
the preferred stock and transfers the balance 
to the donee, together with all of the com- 
mon stock. This is another instance of a 
retirement pattern, in which H divests him- 
self of all voting interest in the corporation 
in favor of the donee and retains only a 
preferred stock interest. Under these cir- 
cumstances, a disposition of preferred stock 
by either H or S should result in a rever- 
sion of any unused basis to S’s common 
stock, regardless of the approach that is 
taken. 
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MULTIPLE OWNERSHIP 


The foregoing analysis has been based 
upon the conception of Section 306 stock 
as a claim upon the earnings of the distri- 
buting corporation. When issued and used 
for bail-out purposes, it is deemed to repre- 
sent the income element of the common 
stock, in detached form. While it acquires, 
by allocation, a portion of the basis of the 
stock with respect to which it was distri- 
buted, that basis is useful to the holder of 
the Section 306 stock only in measuring 
the amount of gain, if any, which is realized 
over and above the income element, upon 
a disposition of the stock. 


From this conception of the stock, there 
were developed two principles to be applied 
in adjusting the basis of the remaining stock. 
One is the “reverter principle,” which 
requires any unused basis resulting from a 
disposition of Section 306 stock to revert 
to the stock with respect to which it was 
distributed. The other, or “parity principle,” 
views each share of the original stock as 
having an equal claim to the unused basis, 
despite the fact that some of these shares 
may have been transferred by gift to a 


third person, 


Patterns of Multiple Ownership 


The analysis in the preceding section was 
based upon patterns of ownership in which 
H and one donee were involved. However, 
there are many common situations which 
may involve gifts to two or more donees, 
such as a wife and children, or other rela- 
tives. Table II sets forth some of those 
situations. While it is by no means intended 
to comprehend all of the permutations of 
ownership, it does list some of the more 
common or likely patterns. Symbols “C” 
and “P” again denote common and pre- 
ferred stock; “C/2” and “P/2” denote any 
fraction of the common or preferred stock; 
and “H,” “W,” “D,” “S” and “SL” denote, 
respectively, the donor, his wife, his daughter, 
his son and his son-in-law. 


Analysis 


(9) In Pattern 9, H has retained the 
entire common stock interest and has divided 
the preferred stock with his wife and 
daughter, retaining a part for himself. He 
has thus made it possible to siphon off part 
of the present and future earnings of the 
corporation to other persons. If a greater 
multiplicity of taxpayers is sought, the stock 
of W and D may be placed in one or more 
discretionary trusts for their benefit. In 
either case, H will have divested himself 


Reappearing Basis 


TABLE II 
Patten H W D S SL 


9 C&P/2 P/2 P/2 None None 
10 C/2&P/2 P/2 None C/2 None 
11 C/2 P/2 P/2 C/2 None 
12 None Pp None C None 
13 None P None C/2 C/2 


of some of his potential income. Where the 
preferred stock itself, representing a fixed 
claim on the corporate earnings, is either 
sold or redeemed by H, W or D, it seems 
proper, under the principles discussed above, 


for the unused basis to return or revert to 
the common stock held by H. 


(10) In the case of Pattern 10, H divided 
the common stock between himself and his 
son, S, and the preferred stock between 
himself and his wife, W. In the event W 
sells her preferred stock, the unused basis 
clearly should revert, share by share, to the 
common stock held by both H and S in 
accordance with the parity principle. Although 
there are no examples of this type of 
ownership given in the regulations, it seems 
evident that neither H nor S has a superior 
claim upon the unused basis and that each 
is entitled to recapture a proportionate part, 
based upon the number of shares of common 
stock which he owns. 

On the other hand, if H should sell his 
preferred stock, the result will depend upon 
whether the “stockholder by stockholder” 
approach or the “share by share” approach 
is taken. If it is the former, all of the 
unused basis will be added back to the 
common stock held by H, and none will be 
allocated to the stock of S. However, it 
does not seem entirely logical. to base a 
different result upon the fact that H, rather 
than W, has sold the preferred stock and 
caused a realization of the Section 306 
income. Moreover, to permit this method of 
adjustment would make it again possible to 
plan the disposition of the preferred stock 
in such a manner as to shift basis from 
one stockholder to another, which does not 
seem desirable. The “share by share” method 
of adjustment, which results from the appli- 
cation of the parity principle, involves a 
more uniform redistribution of basis and is 
less susceptible to being used as a “basis 
shifting” device. 

(11) Pattern 11 is fundamentally a vari- 
ant of Pattern 10, except that there are two 
persons, instead of one, who hold preferred 
stock only. Therefore, what has been said 
with respect to a disposition by W applies 
equally here to a disposition by W or D. 
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himself caused the issuance and distribution 
of the preferred stock, he would have been 
in the same position as H in the previous 
discussion and would have been allowed an 
adjustment upon any later disposition of 
the preferred stock. The same results should 
follow where the donee acquired H’s entire 
“bundle of rights,” including the preferred 


stock. 


(2) Pattern 2 presents the first actual ex- 
ample of divided ownership of the common 
and the preferred stock. This pattern con- 
templates the retention by H of all of 
the preferred stock and a gift by him to the 
donee, possibly his son, S, of all of the 
common stock. Thus, Pattern 2 is basically 
a retirement pattern, under which the man- 


agement of the corporation is vested in S, 
and H retains the right to receive income. 


If all of the preferred stock is thereafter 
sold by H, any adjustment which is per- 
mitted will require a transfer of the unused 
basis from H to the donee. While there 
is no specific provision in the regulations 
under Section 306 to cover this type of 
transaction,” the rule developed in the area 
of redemptions—which allows a transfer of 
the unused basis of the stock of one stock- 
holder to the stock of another where the 
stock of the former is wholly redeemed “— 
seems equally applicable in the case of Sec- 
tion 306 stock. 

This is particularly evident where the dis- 
position of the Section 306 stock takes the 
form of a redemption, since the previously 
quoted language of the regulations under 
Section 302 allows the adjustment of the 
basis of the remaining stock in “any case” 
where the proceeds of a redemption are 
treated as a dividend. The underlying factor 
of dividend equivalence is present, whether 
it comes from a partial redemption of com- 


mon stock under Section 302 or from a 
redemption of Section 306 stock. 


The same rule would also appear to be 
applicable in the case of a sale of Section 
306 stock. The structure of Section 306 is 
such that a sale of Section 306 stock may 
be compared to a delayed dividend distri- 
bution. The amount which is taxed as non- 


capital gain is the amount which would 


have been taxed as a dividend when the 
stock was distributed if, in lieu of the stock, 
the corporation had distributed money. The 
classification of the stock as Section 306 stock 
is thus a way of insuring that the “dividend 
element” of the stock ultimately will be 


® None of the examples given in the regula- 
tions under Sec. 306 involves the situation of 
divided ownership. 
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subjected to tax as ordinary income. When 
the ordinary income potential is exhausted 
by a sale of the stock, it seems appropriate, 
as in the case of a redemption which is 
treated as a dividend, to allow the unused 
basis of the Section 306 stock to revert to 


the stock with respect to which it was 
distributed. 


A more difficult problem would be pre- 
sented if H, in Pattern 2, were to sell only 
part of the preferred stock. In that case, 
the unused basis of the preferred stock 
might (1) attach to the remaining preferred 
stock held by him, (2) be transferred to the 
common stock held by the donee or (3) be 
allocated between the common and remain- 
ing preferred stock. Here, again, there are 
competing considerations of policy involved. 
The first concern is whether the basis should 
be preserved “stockholder by stockholder,” 
the second whether it should be preserved 
“share by share.” If the latter, the ques- 
tion is raised as to whether the unused 
basis should revert to, and be allocated 
among, the shares of a particular class (such 
as the common stock with respect to which 
the preferred stock was distributed) or 
should be allocated solely by reference to 
individual shares, without distinction as to 
class. 

As we have seen, the regulations under 
Section 302 take a “stockholder by stock- 
holder” approach where the ownership of 
stock is divided. This approach requires 
the unused basis of any stock to be added 
back to the remaining stock held by the 
same stockholder. On the other hand, the 
regulations under Section 306, at least where 
both classes of stock are held by one 
stockholder, apply the reverter principle 
(even in the case of a disposition of part of 
the Section 306 stock) and require the 
unused basis to be allocated solely to the 


common stock, 


It would appear that the reverter principle 
should be applied in the case of Pattern 
2, even though it requires a transfer of basis 


from H to the donee at a time when H 
continues to own the remaining preferred 
stock. As we have shown, the purpose of 
Section 306 is to make certain that the 


earnings on the common stock, which are 


represented by the Section 306 stock, are 
ultimately taxed as ordinary income. When 
that has been accomplished, the situation 
is the same as it would have been if a 
cash dividend had been distributed in the 
first instance. That being so, the common 


| Regs. Sec, 1.302-2(c), Example (2). 
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stock should recover the basis temporarily 
allocated to the Section 306 stock. Thus, 
even if the “stockholder by stockholder” 
approach is properly applied in the realm of 
Section 302, when only common stock is 
involved, it does not appear applicable where 
Section 306 stock is also present. More- 
over, the “stockholder by stockholder” ap- 
proach would make it possible for all of the 
basis allocated to the Section 306 stock to 
become concentrated in a single share of 
that stock, in the event of progressive dis- 
positions.” The appropriate rule would seem 
to be that even where ownership of the 
preferred and common stock is divided, a 
disposition of part of the preferred stock 
should result, by application of the reverter 
principle, in the retransfer of the unused 
basis to the original common stock, and the 
ratable division of the basis among all of 


the shares of the common stock in accord- 
ance with the parity principle. 

(3) Pattern 3 involves a reversal of the 
ownership of the common and preferred 
stock as it existed in Pattern 2. In this 
case, H retains the original common stock 
and transfers the preferred stock to the 
donee, who may be his wife or daughter. 
Pattern 3 is thus an income-shifting arrange- 
ment, under which H retains the equity 
interest and transfers the right to receive 
income to his family. In view of what has 
been said above, the preferred stock in the 
hands of the donee constitutes Section 306 
stock, Accordingly, it seems clear that the 
rules developed in the discussion of Pattern 
2 are equally applicable in this case. 


(4) In Pattern 4 there is the first division 
in the ownership of a particular class of 
stock. Referring to the illustrative example 
given above, Pattern 4 would result if H 
gave 25 shares of the preferred stock to his 
wife, W, and retained for himself the 
remaining 25 shares .as well as all of the 


original common stock. This pattern is 
also based upon a desire to shift income to 
other members of the family. It provides at 
least two instances in which the problem of 
basis adjustment may arise. 

For example, H may sell the 25 shares of 
preferred stock which he retained. Under 
these circumstances, it is believed that the 


* The problem of concentration was referred 
to in Marie W. F. Nugent-Head Trust, CCH 
Dec. 18,632, 17 TC S17 (1951) (acq.), where the 
court rejected a claim by the Commissioner 
that the proceeds of a partial redemption of 
preferred stock were taxable as a dividend even 
though the taxpayer did not hold any of the 
common stock. The court pointed out that if 
the Commissioner’s argument succeeded, the 
basis for the entire block of preferred stock 


Reappearing Basis 


unused basis of the stock would revert to 
his retained common stock. Viewing H by 
himself, his situation is the same as that in 
Example (2) of the regulations under Section 
306. While it is true that W, a separate 
stockholder, now holds some of the pre- 
ferred stock, none of the principles thus 
far discussed affords any ground for believ- 
ing that a part of H’s basis, in this instance, 
would pass to the donee. In fact, the rever- 
ter principle would seem clearly to require 
the adding-back of the basis to H’s com- 


mon stock, as would the “stockholder by 
stockholder” approach. 


The second case under Pattern 4 which 
may call for a basis adjustment would arise 
if W were to dispose of the 25 shares of 
preferred stock which she now owns, For 
the reasons mentioned above, the unused 
basis should revert entirely to the common 
stock held by H, This result is consistent 
with the approach taken in the regulations 
under Section 302, whereby unused basis 
may be transferred from one stockholder 
to another when the stock of the former is 
disposed of in its entirety; it is also con- 
sistent with the reverter principle of adding 
back the basis to that of the common stock. 


(5) As in the case of Pattern 4, the facts 
presupposed in Pattern 5 involve a division 
in the ownership of one of the two outstand- 
ing classes of stock, but in this case the 
stock which is divided is the common stock. 
This situation might occur, for example, 
if H transferred to his son, S, a part of the 
common stock of corporation X, in order 
to give S a right to participate in the 
management of X and to share in future 
dividends. H, however, retains all of the 
preferred stock. Thus, Pattern 5 involves an 
incentive arrangement frequently encountered 
in family corporations. 


If H were thereafter to sell some or all 
of the preferred stock, the question would 


squarely be raised as to whether the unused 
basis should be added back to the basis of 
all of the common stock “with respect to 
which the preferred stock was distributed” ™ 
—in which case it would be apportioned 
between H and S—or whether it should be 
used to adjust the basis of only those 


remaining shares of common stock held by 


would eventually be concentrated in the re- 
maining shares ‘‘and, as the amount of the pre- 
ferred stock approached zero, the basis of the 
stock per share would reach fantastically high 
values which could never be recovered.’’ See, 
also, Penfield v. Davis, 52-1 ustc { 9320, 105 F. 
Supp. 292 (DC Ala.), aff'd, 53-2 ustc {§ 9493, 205 
F. (2d) 798 (CA-5). 


Regs. Sec. 1.306-1(b)(2), Example 2. 





H. The latter alternative has the apparent 
sanction of the regulations under Section 
302; it also may be administratively more 
simple to handle the problem in this manner, 
since under the “stockholder by stockholder” 
method, only the basis of H will be adjusted. 
Nevertheless, the former alternative accords 
more nearly with the concept that the sale 
of Section 306 stock is comparable to a 
delayed dividend distribution, in which case 
the basis of each share of the common stock 
should be restored to its original condition. 

(6) Pattern 6 is a combination of Patterns 
4 and 5, involving a division of ownership of 
both the common and the preferred stock. 
For example, H transfers to his son, S, a part 
of the common stock of corporation X and 
part (not necessarily the same per- 
centage) of the preferred stock. This would 
give S both an “equity” and an “income” 
interest in the enterprise. 


also a 


If either H or S should dispose of his 
preferred stock, the unused basis would, 
in our view, revert proportionately to the 
common stock held by each of them. Thus, 
if H owned 60 shares and S owned 40 shares 
of the common stock and if S disposed of 
his preferred stock, 40 per cent of the 
unused basis would revert to S’s own com- 
mon stock and 60 per cent to that of H. 
Again, application of the “parity principle” 
prevents the attribution of an unrealistic 


basis to any particular share of the common 
stock in the hands of either H or S. It also 
prevents the use of preferred stock as a 
means of shifting or changing the basis of 
common stock held by particular members 
of the family group. 

The distortions produced as a result of 
the “stockholder by stockholder” approach are 
particularly well illustrated in the case of 
Pattern 6, For example, if S received from 
H only 5 shares of the common stock (out 
of the original 100) but received 45 shares 
of the preferred (out of the total of 50) and 
if, upon a sale by S of his preferred stock, 
the entire unused basis were to revert only 
to S’s common stock, S would have an 
adjusted basis for his eommon stock of 
$185 per share, whereas the basis for H’s 
common stock would be $95 per share, as 
shown by the following calculations (which 
are based on the figures given above in the 
illustrative example): 


(1) Basis of S’s common stock 


a. Basis before disposition of 
preferred stock 
5 

x $9,500 = $475 


100 


October, 1956 


pag: of preferred stock 

4 

— x 500 = 

50 

Adjusted basis of S’s common 
stock after disposition of pre- 
ferred stock (a + b) = 

Basis per share 


($925 + 5) = 


$450 


$925 
$185 


Basis of H’s. common stock 
a.- Basis of common stock 
95 
— x $9,500 = 
100 
Basis per share ($9,025 + 95) 


$9,025 


$ 95 


On the other hand, the reversion of the 
unused basis to the common stock as a 
class, and the application of the “parity 
principle” in allocating the unused basis 
within the class, produces an adjusted basis 
for each share of the common stock of 


$99.50, determined as follows: 


a. Basis of common stock: $9,500 
b. Basis of S’s preferred stock: $ 450 
c. Adjusted basis of common 

stock (a + b) = $9,950 
d. Basis per share 

($9,950 + 100) = $ 99.50 
(7) and (8) Pattern 7 is the converse of 

Pattern 5, Similarly, Pattern 8 is the con- 


verse of Pattern 4. For the reasons stated 
above, it is believed that comparable rules 
will be employed in effecting a redistribu- 


tion of the unused basis upon a disposition 
of the preferred stock. 


Thus, in Pattern 7, H retains part of the 
common stock and transfers to the donee 
the balance of the common stock and all of 


the preferred stock. Should the donee sell 


part of the preferred stock, the “reverter 
principle” would require the unused basis 
to revert to the common stock, and appli- 
cation of the “parity principle” would require 


its ratable allocation among the common 
shares held by H and the donee. 


In Pattern 8, H retains only a portion of 
the preferred stock and transfers the balance 
to the donee, together with all of the com- 
mon stock. This is another instance of a 
retirement pattern, in which H divests him- 
self of all voting interest in the corporation 
in favor of the donee and retains only a 
preferred stock interest. Under these cir- 
cumstances, a disposition of preferred stock 
by either H or S should result in a rever- 
sion of any unused basis to S’s common 
stock, regardless of the approach that is 
taken. 
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MULTIPLE OWNERSHIP 


The foregoing analysis has been based 
upon the conception of Section 306 stock 
as a claim upon the earnings of the distri- 
buting corporation. When issued and used 
for bail-out purposes, it is deemed to repre- 
sent the income element of the common 
stock, in detached form. While it acquires, 
by allocation, a portion of the basis of the 
stock with respect to which it was distri- 
buted, that basis is useful to the holder of 
the Section 306 stock only in measuring 
the amount of gain, if any, which is realized 
over and above the income element, upon 


a disposition of the stock, 


From this conception of the stock, there 
were developed two principles to be applied 
in adjusting the basis of the remaining stock. 
One is the “reverter principle,” which 
requires any unused basis resulting from a 
disposition of Section 306 stock to revert 
to the stock with respect to which it was 
distributed. The other, or “parity principle,” 
views each share of the original stock as 
having an equal claim to the unused basis, 
despite the fact that some of these shares 


may have been transferred by gift to a 
third person. 


Patterns of Multiple Ownership 
The analysis in the preceding section was 


based upon patterns of ownership in which 
H and one donee were involved. However, 
there are many common situations which 


may involve gifts to two or more donees, 
such as a wife and children, or other rela- 


tives. Table II sets forth some of those 
situations. While it is by no means intended 
to comprehend all of the permutations of 
ownership, it does list some of the more 


common or likely patterns. Symbols “C” 
and “P” again denote common and pre- 
ferred stock; “C/2” and “P/2” denote any 
fraction of the common or preferred stock; 
and “H,” “W,” “D,” “S” and “SL” denote, 


respectively, the donor, his wife, his daughter, 
his son and his son-in-law. 


Analysis 


(9) In Pattern 9, H has retained the 
entire common stock interest and has divided 
the preferred stock with his wife and 
daughter, retaining a part for himself. He 
has thus made it possible to siphon off part 


of the present and future earnings of the 
corporation to other persons. If a greater 
multiplicity of taxpayers is sought, the stock 
of W and D may be placed in one or more 
discretionary trusts for their benefit. In 
either case, H will have divested himself 


Reappearing Basis 


TABLE II 
Pattern H W D S 
9 C&P/2 P/2 P/2 None 
10 C/2&P/2 P/2 None C/2 
ll C/2 P/2 P/2 C/2 
12 None P None C 
13. None P None C/2 


SL. 
None 
None 
None 


None 
C/2 


of some of his potential income. Where the 
preferred stock itself, representing a fixed 
claim on the corporate earnings, is either 
sold or redeemed by H, W or D, it seems 


proper, under the principles discussed above, 
for the unused basis to return or revert to 
the common stock held by H. 


(10) In the case of Pattern 10, H divided 
the common stock between himself and his 
son, S, and the preferred stock between 
himself and his wife, W. In the event W 
sells her preferred stock, the unused basis 
clearly should revert, share by share, to the 
common stock held by both H and §S in 
accordance with the parity principle. Although 
there are no examples of this type of 
ownership given in the regulations, it seems 
evident that neither H nor S has a superior 
claim upon the unused basis and that each 
is entitled to recapture a proportionate part, 
based upon the number of shares of common 
stock which he owns. 


On the other hand, if H should sell his 


preferred stock, the result will depend upon 
whether the “stockholder by stockholder” 
approach or the “share by share” approach 
is taken. If it is the former, all of the 
unused basis will be added back to the 
common stock held by H, and none will be 
allocated to the stock of S. However, it 
does not seem entirely logical to base a 
different result upon the fact that H, rather 
than W, has sold the preferred stock and 
caused a realization of the Section 306 
income. Moreover, to permit this method of 
adjustment would make it again possible to 
plan the disposition of the preferred stock 
in such a manner as to shift basis from 
one stockholder to another, which does not 
seem desirable. The “share by share” method 
of adjustment, which results from the appli- 
cation of the parity principle, involves a 
more uniform redistribution of basis and is 
less susceptible to being used as a “basis 
shifting” device. 

(11) Pattern 11 is fundamentally a vari- 
ant of Pattern 10, except that there are two 
persons, instead of one, who hold preferred 
stock only. Therefore, what has been said 
with respect to a disposition by W applies 
equally here to a disposition by W or D. 
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(12) Pattern 12 is the first case of total 
divestiture by H where there are multiple 
donees. In this case, H has completely 
retired and has retained none of the stock, 
either common or preferred. However, as 
donees, W and S have each stepped into 
the shoes of H and have been substituted 
for him. Had H retained the preferred 
stock, a disposition would require an adjust- 
ment to S’s common stock under the rules 
of Pattern 2. Had H retained the common 
stock, a disposition of the preferred stock 
by W would have resulted in a reversion of 
its unused basis to H’s common stock under 
Pattern 3. The same rules would appear to 
be applicable in the case of Pattern 12. 

(13) The last pattern to be considered, 
Pattern 13, also involves H in a plan of total 
retirement. Here, however, the common 
stock has been divided between two donees, 
S and SL, with the preferred stock given to 
a third donee, W. Again, as in Pattern 
10, it seems clear that where the preferred 
stock is held by a person other than the 
donees of the common stock, a disposition 
of the preferred stock would result in a 
ratable allocation of the unused basis between 
the donees of the common stock. Since 
there is no reason to differentiate between 
the common stock held by S and SL, it is 
necessary to allocate the unused basis among 
the shares as they are actually held. 


CONCLUSIONS 

This article has sought, from the meager 
data supplied by the regulations, to extract 
a series of principles to be applied in effect- 
ing an adjustment with respect to the unused 
basis of stock. It has further sought to 
extend those principles into areas not con- 
sidered by the regulations, in an attempt to 
provide solutions to the problem where 
other important patterns of ownership are 
involved, 


NEW PROPOSALS FOR CAPITAL 


Continued from page 668 


into new and desirable ventures. It will 
eliminate the postponement of sales of ap- 
preciated capital assets solely for tax rea- 
sons. To prevent the indefinite loss of tax 
revenues, it should be accompanied by clos- 
ing the existing loopholes in the present 
law. 

(4) Untaxed gains on appreciated capital 
assets should be recognized and taxed at 
the time of transfer by donation, gift or 
death. In this manner, taxpayer equity is 


Needless to say, there are still many 
unexplored problems—relating to basis— 
which have been occasioned by the enact- 
ment of Section 306. Where, for example, 
the original common stock acquires a new 
basis by reason of the death of the owner 
of that stock, adjustment is no longer 
simply a matter of “restoring” a portion of 
its basis. Under these circumstances, the 
basis of the original and the Section 306 
stock are unrelated to one another, since 
the common stock acquires a new basis 
equal to its value for estate tax purposes. 
Then, too, Section 306 stock which has a 
fair market value of less than its basis 
determined by allocation will have a basis 
in the hands of a donee, for the purpose of 
calculating future losses, equal to such fair 
market value.” In that event (although it 
is not likely to occur), there can also be no 
neat “fitting together” of the parts of the 
original basis. 

Intervening partial sales of the original 
common stock will also raise a problem as 
to how, upon a subsequent disposition of 
the Section 306 stock, the unused basis of 
that stock is to be allocated among the 
remaining common shares, particularly if 
the common stock has been divided between 
two owners. Thus, if H and S own the com- 
mon stock and H sells part of the common 
stock before the preferred stock is sold or 
redeemed, it is possible to allocate the 
unused basis to H and S in proportion to 
(1) the number of shares of common stock 
which they originally held, (2) the number 
of shares they hold at the time of disposition 
of the preferred stock or (3) the basis of 
their common stock holdings at that time. 

Because of the complexity of the prob- 
lems involved .in this area and the practical 
part they may play in the calculation of 
interests in a closely held corporation, it is 
hoped that’ the Treasury will undertake to 
clarify and broaden the scope of the present 
regulations. [The End] 


GAINS TAXATION— 


preserved and government revenue main- 
tained. 

In conclusion, this writer suggests that 
the new proposals—in addition to being 
equitable, resulting in a “freeing” of in- 
vested capital and being feasible as to rev- 
enues—will simplify the law. Finally, and 
perhaps even of greater importance, they 
will completely eliminate the need for dubious 
legerdemain, by which ordinary income is 
transferred into capital gain. [The End] 
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Nourishing the Thin Corporation 
By MAURICE S. SPANBOCK, MELVIN J. CARRO and ISRAEL KATZ 


Examining treatment by the Treasury Department and the courts 

of stockholders’ debt-financing of their corporations, the authors present some 

new thoughts, with a ‘‘different’’ approach. They caution that the practitioner 
must tread warily among conflicting decisions 

(like Gooding Amusement Company, on one side, and John V. Rowan vy. U. S. and 
Kraft Foods Company v. Commissioner, on the other) until suggestions for revision 
of the law are adopted. Mr. Spanbock and Mr. Carro are partners in a New York 
City law firm. Mr. Katz, a certified public accountant, 

is a member of the New York City firm of David W. Katz & Company. 


‘THE COURT and the Commissioner, 

faced with the issue of whether a stock- 
holder’s advance to his corporation is debt 
or capital, must reconcile two fundamental 
but conflicting interests. 

There is, on the one hand, the ever- 
present drive to curtail tax avoidance. Sub- 
stantial tax advantages may result from the 
treatment of a stockholder’s advance as debt 
rather than equity,’ particularly in the case 
of a closely held corporation.’ As a conse- 
quence, there have been decisions in which 
a finding that an advance is capital, rather 





than debt, appears to be predicated solely 
on “the stark fact that the only substantial 
purpose motivating the transaction was one 
of tax avoidance.” * 

There is still another interest operating 
in this area. One important criterion of a 
sound tax policy is that it protects the rev- 
enue without unduly infringing upon, or 
altering the shape of, business decisions.‘ 
A significant interest, then, is the stock- 
holder’s right to utilize usual patterns of 
corporate financing with a minimum of in- 
terference by administrative agency or court 





1 These advantages are: (1) The tax-free re- 
payment to the lender of the amount loaned 
even though the corporation may have earnings 
and profits. Where the advance is made in the 
form of a stock investment, the repayment, 
where earnings and profits exist, is treated as 
a dividend (1954 Internal Revenue Code Sec. 
301). See Hstate of Herbert B. Miller, CCH 
Dec. 21,196, 24 TC 923 (1955). (2) Interest 
paid by the corporation on the investment is 
deductible by the corporation (1954 Code Sec. 
163(a)). (3) Where the corporation is unsuccess- 
ful, the loss, in the case of debt financing, is 
deductible by the lender as a business bad debt 
(1954 Code Sec. 165(c)) or a nonbusiness bad 
debt (1954 Code Sec. 166(d)) rather than—as 
would be the case if stock were to become 
worthless—as a loss from a capital asset (1954 
Code Sec. 165(g)). Whether an advance was debt 
or equity also affected determination of the 
excess profits tax under the 1939 Code (Sec. 437). 

2 It is most often in the close corporation that 
an investor is likely to play a dual role as stock- 
holder and creditor with a consequent am- 
biguity as to the nature of his advance. See 
discussion under ‘‘Conclusion,’’ below. See 


Thin Corporation 


‘Thin Capitalization and Tax Avoidance,’’ 55 
Columbia Law Review 1054-1055 (1955). 

% Gooding Amusement Company, CCH Dec. 
20,681, 23 TC 408. (The United States Court of 
Appeals for the Sixth Circuit on August 1, 1956, 
affirmed the decision of the Tax Court in a two- 
to-one decision (56-2 ustc { 9808).) 

*See Anderson, Taxation and the American 
Economy (1951): ‘“‘Taxes which do not alter 
business decisions have been called ‘neutral’. 
By and large, taxation should be as neutral as 
possible in relation to the form and conduct of 
business. These business policies are best de- 
termined on economic and business grounds. 
Taxation should not become the most significant 
factor in business decisions.’’ It is recognized 
that the legislature through tax policy may 
seek to achieve social or economic goals. Whe- 
ther or not this is a desirable purpose for tax 
action is beyond the scope of this article. To 
the extent, however, that an administrative 
agency or the courts, in their administration of 
the tax system, introduce policy with economic 
consequences apparently never given specific 
legislative sanction, their administration, in the 
opinion of these writers, is subject to criticism. 
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(12) Pattern 12 is the first case of total 
divestiture by H where there are multiple 
donees. In this case, H has completely 
retired and has retained none of the stock, 
either common or preferred. However, as 
donees, W and S have each stepped into 
the shoes of H and have been substituted 
for him. Had H retained the preferred 
stock, a disposition would require an adjust- 
ment to S’s common stock under the rules 
of Pattern 2. Had H retained the common 
stock, a disposition of the preferred stock 
by W would have resulted in a reversion of 
its unused basis to H’s common stock under 
Pattern 3. The same rules would appear to 
be applicable in the case of Pattern 12. 

(13) The last pattern to be considered, 
Pattern 13, also involves H ina plan of total 
retirement. Here, however, the common 
stock has been divided between two donees, 
S and SL, with the preferred stock given to 
a third donee, W. Again, as in Pattern 
10, it seems clear that where the preferred 
stock is held by a person other than the 
donees of the common stock, a disposition 
of the preferred stock would result in a 
ratable allocation of the unused basis between 
the donees of the common stock. Since 
there is no reason to differentiate between 
the common stock held by S and SL, it is 
necessary to allocate the unused basis among 
the shares as they are actually held. 


CONCLUSIONS 

This article has sought, from the meager 
data supplied by the regulations, to extract 
a series of principles to be applied in effect- 
ing an adjustment with respect to the unused 
basis of stock. It has further sought to 
extend those principles into areas not con- 
sidered by the regulations, in an attempt to 
provide solutions to the problem where 


other important patterns of ownership are 
involved. 


NEW PROPOSALS FOR CAPITAL 
Continued from page 668 


into new and desirable ventures. It will 
eliminate the postponement of sales of ap- 
preciated capital assets solely for tax rea- 
sons. To prevent the indefinite loss of tax 
revenues, it should be accompanied by clos- 
ing the existing loopholes in the present 
law. 

(4) Untaxed gains on appreciated capital 
assets should be recognized and taxed at 
the time of transfer by donation, gift or 
death. In this manner, taxpayer equity is 


Needless to say, there are still many 
unexplored problems—relating to basis— 
which have been occasioned by the enact- 
ment of Section 306. Where, for example, 
the original common stock acquires a new 
basis by reason of the death of the owner 
of that stock, adjustment is no longer 
simply a matter of “restoring” a portion of 
its basis. Under these circumstances, the 
basis of the original and the Section 306 
stock are unrelated to one another, since 
the common stock acquires a new basis 
equal to its value for estate tax purposes. 
Then, too, Section 306 stock which has a 
fair market value of less than its basis 
determined by allocation will have a basis 
in the hands of a donee, for the purpose of 
calculating future losses, equal to such fair 
market value.“ In that event (although it 
is not likely to occur), there can also be no 
neat “fitting together” of the parts of the 
original basis. 


Intervening partial sales of the original 
common stock will also raise a problem as 
to how, upon a subsequent disposition of 
the Section 306 stock, the unused basis vf 
that stock is to be allocated among the 
remaining common shares, particularly if 
the common stock has been divided between 
two owners. Thus, if H and S own the com- 
mon stock and H sells part of the common 
stock before the preferred stock is sold or 
redeemed, it is possible to allocate the 
unused basis to H and S in proportion to 
(1) the number of shares of common stock 
which they originally held, (2) the number 
of shares they hold at the time of disposition 
of the preferred stock or (3) the basis of 
their common stock holdings at that time. 


Because of the complexity of the prob- 
lems involved in this area and the practical 
part they may play in the calculation of 
interests in a closely held corporation, it is 
hoped that the Treasury will undertake to 


clarify and broaden the scope of the present 
regulations. [The End] 


GAINS TAXATION— 


preserved and government revenue main- 
tained. 

In conclusion, this writer suggests that 
the new proposals—in addition to being 
equitable, resulting in a “freeing” of in- 
vested capital and being feasible as to rev- 
enues—will simplify the law. Finally, and 
perhaps even of greater importance, they 
will completely eliminate the need for dubious 
legerdemain, by which ordinary income is 
transferred into capital gain. [The End] 
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By MAURICE S. SPANBOCK, MELVIN J. CARRO and ISRAEL KATZ 


Examining treatment by the Treasury Department and the courts 

of stockholders’ debt-financing of their corporations, the authors present some 

new thoughts, with a ‘‘different’’ approach. They caution that the practitioner 
must tread warily among conflicting decisions 

(like Gooding Amusement Company, on one side, and John V. Rowan v. U. S. and 
Kraft Foods Company v. Commissioner, on the other) until suggestions for revision 
of the law are adopted. Mr. Spanbock and Mr. Carro are partners in a New York 
City law firm. Mr. Katz, a certified public accountant, 

is a member of the New York City firm of David W. Katz & Company. 


‘THE COURT and the Commissioner, 

faced with the issue of whether a stock- 
holder’s advance to his corporation is debt 
or capital, must reconcile two fundamental 
but conflicting interests. 


There is, on the one hand, the ever- 
present drive to curtail tax avoidance. Sub- 
stantial tax advantages may result from the 
treatment of a stockholder’s advance as debt 
rather than equity,’ particularly in the case 
of a closely held corporation.* As a conse- 
quence, there have been decisions in which 


a finding that an advance is capital, rather 





1 These advantages are: (1) The tax-free re- 
payment to the lender of the amount loaned 
even though the corporation may have earnings 
and profits. Where the advance is made in the 
form of a stock investment, the repayment, 
where earnings and profits exist, is treated as 


a dividend (1954 Internal Revenue Code Sec. 
301). See Estate of Herbert B. Miller, CCH 
Dec. 21,196, 24 TC 923 (1955). (2) Interest 


paid by the corporation on the investment is 
deductible by the corporation (1954 Code Sec. 
163(a)). (3) Where the corporation is unsuccess- 
ful, the loss, in the case of debt financing, is 
deductible by the lender as a business bad debt 
(1954 Code Sec. 165(c)) or a nonbusiness bad 
debt (1954 Code Sec. 166(d)) rather than—as 
would be the case if stock were to become 
worthless—as a loss from a capital asset (1954 
Code Sec. 165(g)). Whether an advance was debt 
or equity also affected determination of the 
excess profits tax under the 1939 Code (Sec. 437). 

2 It is most often in the close corporation that 
an investor is likely to play a dual role as stock- 
holder and creditor with a consequent am- 
biguity as to the nature of his advance. See 
discussion under ‘‘Conclusion,’’ below. See 


Thin Corporation 


than debt, appears to be predicated solely 
on “the stark fact that the only substantial 
purpose motivating the transaction was one 
of tax avoidance.” * 


There is still another interest operating 
in this area. One important criterion of a 
sound tax policy is that it protects the rev- 
enue without unduly infringing upon, or 
altering the shape of, business decisions.‘ 
A significant interest, then, is the stock- 
holder’s right to utilize usual patterns of 
corporate financing with a minimum of in- 


terference by administrative agency or court 


“Thin Capitalization and Tax Avoidance,’’ 55 


Columbia Law Review 1054-1055 (1955). 

’ Gooding Amusement Company, CCH Dec. 
20,681, 23 TC 408. (The United States Court of 
Appeals for the Sixth Circuit on August 1, 1956, 
affirmed the decision of the Tax Court in a two- 
to-one decision (56-2 ustc { 9808).) 

*See Anderson, Taxation and the American 
Economy (1951): ‘“‘Taxes which do not alter 
business decisions have been called ‘neutral’. 
By and large, taxation should be as neutral as 
possible in relation to the form and conduct of 
business. These business policies are best de- 
termined on economic and business grounds. 
Taxation should not become the most significant 
factor in business decisions."’ It is recognized 
that the legislature through tax policy may 
seek to achieve social or economic goals. Whe- 
ther or not this is a desirable purpose for tax 
action is beyond the scope of this article. To 
the extent, however, that an administrative 
agency or the courts, in their administration of 
the tax system, introduce policy with economic 
consequences apparently never given specific 
legislative sanction, their administration, in the 
opinion of these writers, is subject to criticism. 
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—the right of the stockholder, that is, to 
establish his corporation’s capital as he sees 
fit, guided primarily by an awareness that 
capitalization must be sufficient to attract 
such outside credit as may be needed.* 

It is the purpose of this discussion to 
examine the treatment by the Treasury De- 
partment and the courts of debt financing 
by stockholders of their corporations and to 
indicate the extent to which, in the opinion 
of the writers, a zealous regard for de- 
terring tax avoidance has, in some cases, 
resulted in an undue and arbitrary impinge- 
ment by court and Commissioner upon 
traditional forms of carrying on a business. 

Early decisions characterizing a stock- 
holder’s advance as debt or equity were 
based on a determination of the parties’ in- 
tent as indicated by a large number of more 
or less formalistic criteria: “The name given 
the instrument, the presence or absence of 
fixed maturity date, whether annual pay- 
ments are dependent upon earnings, the 
credit status of the holders of the instru- 
ments, that is, whether they are superior to 
or inferior to other creditors of the corpo- 
ration, and whether the instrument carries 
with it any right to participate in the man- 
agement of the company.”* All of these 
considerations were deemed probative of an 
intent that debt financing, like a capital in- 
vestment, be left “at the risk of the busi- 
ness.” Where this intent was discerned, it 
was generally concluded that the advance 
was a capital investment rather than a loan.” 

It was not difficult for the tax-wise in- 
vestor, however, to cast his transaction in 
a manner assuring strict observance of all 


formalities. In cases of formal compliance, 





5 Rowan v,. U. 8., 55-1 ustc J 9188, 219 F. (2d) 
51, 55 (CA-5). 

* Charles L. Huisking 4 Company, CCH Dec. 
14,322, 4 TC 595: Clyde Bacon, Inc., CCH Dec. 
14,479, 4 TC 1107; 1432 Broadway Corporation, 
CCH Dec. 14,497, 4 TC 1158. See Fuchs, “Thin 
Incorporations—Debt or Stock,’’ 5 The Amer- 
ican University Tax Institute Lectures 141, 143 
(1953). 

* Michael Cohen, CCH Dec. 13,813(M), 3 TCM 
236, aff'd, 45-1 ustc § 9240, 148 F. (2d) 336 
(CCA-2). 

5 See John Kelley Company v. Commissioner, 
46-1 ustc § 9133, 326 U. S. 521 (1946), decided 
together with Talbot Mills v. Commissioner. 

* For example, Zdward G. Janeway, CCH Dec. 
13,290, 2 TC 197, aff'd, 45-1 ustc { 9162, 147 F. 
(2d) 602 (CCA-2); 1432 Broadway Corporation, 
cited at footnote 6, aff'd, 47-1 ustc { 9213, 160 
F. (2d) 885 (CCA-2), where the Tax Court 
stated: ‘‘The distribution of the rent income, 
whether called interest or principal on deben- 
tures or dividends on shares, would go to the 
same persons in the same proportions, since 
each had the same proportionate number of 
both, and it would matter not to them whether 
the distribution was called dividend or inter- 
est." (P. 1166.) 
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the cases developed two basic tests, de- 
signed to deter tax avoidance, by which to 
measure the validity of debt financing. 


(1) What is the amount of the investor’s 
holdings in each of these forms—debt and 
equity?* Where the ratio of debt to equity 
has been too high, there have been many 
cases of refusal to recognize this indebted- 
ness. 


(2) Where an individual plays a dual role 
—that of stockholder and creditor—is his 
proportionate interest as a stockholder iden- 
tical with his proportionate interest as a 
creditor? Where such an identity has been 
found, recognition, in many cases, has not 
been accorded to a stockholder’s economic 
arrangement with his corporation, and in 
many such instances, regardless of a lender’s 
intent, indebtedness has not been recog- 
nized for tax purposes.’ 


Ratio of Debt and Equity— 
Thin Capitalization 


The Supreme Court, in John B. Kelley v. 
Commissioner,” indicated in dictum that the 
adequacy of a corporation’s capitalization 
was a Significant factor in determining the 
validity of indebtedness.“ In subsequent 
cases the Tax Court, as well as the district 
and circuit courts, has relied upon this dic- 
tum as a basis for decision.” 


The concept of the ratio of debt structure 
to stock investment as a test of the adequacy 
of a corporation’s capitalization does indeed 
have economic significance when judiciously 
applied. The ratio has been a useful tool for 
financial analysts intent upon rating a com- 


pany’s investment quality.” The greater the 


” Cited at footnote 8. 

1 At p. 526: ‘‘As material amounts of capital 
were invested in stock, we need not consider 
the effect of extreme situations such as nominal 
stock investments and an obviously excessive 
debt structure.’’ 

2 See authorities collected in Stanford, ‘‘What 
Is Adequate Capitalization?’’ 31 TAxEs 231 
(March, 1953). 

13 See How to Read a Financial Report, pub- 
lished by Merrill Lynch, Pierce, Fenner and 
Beane (1947), at p. 14: ‘‘Most investment an- 
alysts carefully examine industrial companies 
that have more than about a quarter of their 
capitalization represented by bonds, while com- 
mon stock should total at least as much as 
all senior securities (bonds and preferred 
issues). When this is not the case, companies 
often find it difficult to raise new capital. Banks 
don't like to lend them money because of the 
already large debt and it is sometimes difficult 
to sell common stock because of all the bond 
interest or preferred dividends that must be 
paid before anything is available for the com- 
mon stockholder.” 
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capital of a corporation and the lower its 
debt, the less subject will the corporation 
be to the “strain and pressure” of financial 
crises and the better able. to withstand finan- 
cial setbacks." 

When, in the Kelley case, the Supreme 
Court spoke of material amounts of capital 
and a debt structure not “obviously exces- 
sive,” it had before it a set of facts in which 
the capital was $100,000 and the ratio of debt 
to equity was four to one.” In subsequent 
decisions, therefore, the ratio test often ap- 
peared in the terms of the four-to-one for- 
mula: ** Where the formalities of bona-fide 
indebtedness had been observed and the 
ratio was approximately four to one, the in- 
debtedness was sustained, but where the 
ratio was in excess of four to one, the entire 
indebtedness was treated as a capital in- 


vestment.” 


The casting of the ratio test in terms of 
the four-to-one formula was an understand- 
able, if unfortunate, development; under- 
standable because of the administrative 
facility with which an arbitrary ratio could 
be applied to an issue the determination of 
which otherwise depended upon a vexatious 
number of considerations,” unfortunate be- 
cause the ratio concept was an analytic tool 
developed for use in the context of a par- 
ticular industry and a given business rather 
than as an arbitrary standard.” A four-to- 
one ratio might, for example, be a realistic 
standard in the case of a retail furniture 
business and have little application to a cor- 
poration owning and operating real property. 


Many of the inadequate capitalization 
cases involved corporations which owned or 





“Paton, Accountant’s Handbook (3d Ed., 
1948), p. 78: ‘‘As the amount of debt increases 
relative to funds invested by the stockholders 
‘the company becomes more dependent for 
working capital upon its creditors and is more 
susceptible to the strain and pressure of finan- 
cial crises’."’ 

% Talbot Mills originally issued $500,000 worth 
of capital stock. Of this amount, $400,000 was 
subsequently exchanged in the hands of the 
stockholders for $400,000 in notes. The court 
apparently considered this-to be an acceptable 
ratio. 

% See, for example, Ruspyn Corporation, CCH 
Dec. 19,112, 18 TC 769 (1952), acq.; Gazette 
Telegraph Company, CCH Dec. 19,419, 19 TC 692 
(1953), aff'd on other grounds, 54-1 ustc { 9214, 
209 F. (2d) 926 (CA-10). 

1 See; for example, Jsidor Dobkin, CCH Dec. 
17,767, 15 TC 31 (1950), aff'd, 51-2 ustc { 9509, 
192 F. (2d) 392 (CA-2). 

% See Semmel, ‘‘Tax Consequence of Inade- 
quate Capitalization,’’ 48 Columbia Law Review 
202, 214 (1948). 

” Paton, work cited at footnote 14, at p. 78. 
See also ‘“Thin Capitalization and Tax Avoid- 
ance,"’ 55 Columbia Law Review 1054, 1058 (foot- 
note 37) (1955). 


Thin Corporation 


In its draft law, the American Law 
Institute indicates its conviction 

that the identity of ownership of 

stock and debt holdings should not be 
a relevant factor in determining the 
validity of loans by stockholders. 


operated real estate.” This is not surprising, 
since real estate corporations often exhibit 
substantial debt structures far in excess of 
their invested capital. The working capital 
needs of a real estate corporation are typi- 
cally less stringent than those of a retail 
furniture store, for example, and a lender to 
a real estate corporation might well be less 
concerned if a relatively small amount of 
capital were permanently left at the risk of 
the business, so long as the value of the 
underlying assets safely covered the amount 
of the creditor’s loan.” Admittedly, how- 
ever, there is no case in which the court has 
taken the view that the ratio test is to be 
viewed in the economic context of the par- 
ticular industry involved. 

It is recognized, of course, that a flexible 
application of the ratio approach would pre- 
sent administrative problems. It has been 
pointed out that such an approach would 
necessitate “the establishing of economic 
standards requiring comparisons with other 
business of similar size and nature. In many 
instances of small corporations, the data 
available would not be sufficient to support 
a valid judgment. Economists may also find 
it impossible to agree as to what is meant 
by sufficient capital to carry on a business 


* See, for example, Jsidor Dobkin, cited at 
footnote 17; Kipsborough Realty Corporation, 
CCH Dee. 18,567(M), 10 TCM 932 (1951); Hrard 
A. Matthiessen, CCH Dec. 18,220, 16 TC 781 
(1951), aff'd, 52-1 ustc 7 9201, 194 F. (2d) 659 
(CA-2); Walter Bachrach, CCH Dec. 16,936(M), 
8 TCM 373 (1949), aff'd, 50-1 usre {§ 9303, 182 
F. (2d) 261 (CA-7). 

“This argument was made to the Second 
Circuit by the taxpayer in Dobkin, cited at foot- 
note 17. See brief for petitioner before court 
of appeals, p. 9. Cf. 12 USC Sec. 1713(c)(2), 
authorizing the Federal Housing Administrator 
to insure mortgages on residential property in 
an amount up to 80 per cent of the estimated 
value of the property when proposed improve- 
ments are completed. The reference to working 
capital needs is not intended to imply that only 
working capital can be supplied by debt financ- 
ing. The cost of fixed assets, too, can be so 
supplied (Rowan v. U. 8., cited at footnote 5; 
Wilshire and Western Sandwiches, Inc. v. Com- 
missioner, 49-2 ustc {§ 9331, 175 F. (2d) 718 
(CA-9). But see Sam Schnitzer, CCH Dec. 
17,094, 13 TC 43 (1949), acq., aff'd, 50-2 usrtc 
{ 9410, 183 F. (2d) 70 (CA-9, 1950), cert. den., 
340 U. S. 911. 
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since this view implied that amounts bor- 
rowed represent excessive sums not needed 
for the operation of the business.” ™ 

The fact is, however, that the Commis- 
sioner must make a very similar sort of 
measurement in valuing unlisted stocks for 
estate and gift tax purposes.” 

If the ratio test is unrealistically rigid, its 
rigidity has been somewhat tempered by the 
use—in certain of the measurements on the 
equity side of the ratio—of sound account- 
ing concepts. Recent decisions (and some 
old ones) have acknowledged the impor- 
tance, in this calculation, of such con- 
siderations as the existence of unrealized 
appreciation, earned surplus, good will, and 
other intangible assets. 


Unrealized appreciation—In computing 
the equity investment, the fair market value 
of assets contributed rather than their book 
value is the significant factor.* 

Most of the cases so holding concerned 
the tax-free incorporation, pursuant to Sec- 
tion 351,” of an already-operating sole pro- 
prietorship or partnership.” Under these 
circumstances, assets in the hands of a trans- 
feree corporation take the basis of those 
assets in the hands of the predecessor sole 
proprietorship or partnership. Nevertheless, 
where such an exchange has been made, the 
courts, in determining the adequacy of cap- 
italization, will look to the book value rather 
than the fair market value of assets in the 


hands of the corporate transferee. Even 
though the transfer of the appreciated as- 
sets, on incorporation, is to a completely 
new and never-before functioning enterprise, 
it would appear that any demonstrable spread 
between the economic value and the book 
value of the transferred assets likewise should 
be included in computing the equity invest- 
ment in the newly organized corporation.” 


Earned surplus.—Earned surplus existing 
at the time of the issuance of notes or de- 
bentures is similarly to be included in com- 
puting the equity side of the ratio.” 

As surplus accounts will be part of a cor- 
poration’s underlying assets, to which credi- 
tors will look for satisfaction of their claims, 
this approach is sound from an accounting 
and economic standpoint. 


Good will.—Good will may be defined as 
the value attached to a business over and 
above the value attributed to the other 
stated assets.” The basic element of good 
will is the probability that customers of a 
business will continue to patronize it.” While, 
in general, only purchased good will is rec- 
ognized by accountants for balance-sheet 
purposes, the existence of good will would 
be of significance to a lender. 


In several cases involving the adequacy 
of capitalization, existing good will, or going- 
concern value, has been at least a make- 
weight in holding a corporation not to be 
thinly incorporated.” 








2 Semmel, work cited at footnote 18, at p. 215. 


221954 Code Sec. 2031. See also John M. 
Aufiero, CCH Dec. 20,187(M), 13 TCM 182 (1954). 

The computations called for in making such 
an industry-by-industry—or company-by-com- 
pany—determination do not seem more complex 
than those required in making an allocation of 
income and deductions among taxpayers pur- 
suant to 1954 Code Sec. 482 or in making a 
determination of allowable business deductions 
(1954 Code Sec. 162). Thus, the determination 
of what is reasonable compensation and what 
are reasonable rentals requires judgments by 
the Commissioner which inevitably involve a 
determination in terms of the particular indus- 
try and the particular business. 

*‘*We think it obvious that in the determina- 
tion of debt-equity ratios, real values rather 
than artificial values should be applied.”’ 
(Kraft Foods Company v. Commissioner, 56-1 
ustc § 9428, 232 F. (2d) 118 (CA-2); Ainslie Per- 
rault, CCH Dec. 21,370, 25 TC —, No. 55 (1956).) 

7° 1954 Code; 1939 Code Sec. 112(b) (5). 

2% See, for example, Sheldon Tauber, CCH 
Dec. 21,002, 24 TC —, No. 24 (1955); Cleveland 
Adolph Mayer Realty Corporation, CCH Dec. 
15,079, 6 TC 730 (1946), rev'd on other grounds, 
47-1 ustc { 9219, 160 F. (2d) 1012 (CCA-6). See 
Stanford, work cited at footnote 12, at pp. 
234-235. 

2 Harle v. W. J. Jones & Son, Inc., 53-1 ustc 
9142, 200 F. (2d) 846 (CA-9, 1952). 

* B. M, C. Manufacturing Corporation, CCH 
Dec. 18,908(M), 11 TCM 376; New England Lime 
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Company, CCH Dec. 17,288, 13 TC 799 (1949), 
acq. 

* Montgomery, Auditing (7th Ed.), p. 292. 

® “Goodwill attaches only to a business which 
is believed to possess possibilities of being 
made profitable.’’ (Montgomery, work cited at 
footnote 29, at p. 293.) 

% See Bakhaus and Burke, Inc., CCH Dec. 
21,185(M), 14 TCM 919 (1955), where partners 
transferred assets to a corporation. The part- 
ners received capital stock with a stated value 
of $30,000 and the acknowledgment by the cor- 
poration of its indebtedness in the amount of 
$131,670.16. The ratio of debt to equity, there- 
fore, was about 4.4 to one—slightly in excess 
of the John B. Kelley ratio of four to one. 

In finding that the corporation was not thinly 
capitalized, the Tax Court observed: ‘‘Peti- 
tioner succeeded to a well established and very 
successful going concern. Its predecessor had 
been in operation almost three years and had 
reaped profits of more than $305,000. Its or- 
ganizers anticipated a continuation of the larger 
profits and rapid turnover of inventory en- 
joyed by the partnership.’’ (P. 924.) See also 
Ruspyn Corporation, cited at footnote 16, at pp. 
778-779 (1952), acq. (showing of good faith and 
expectation of substantial earnings; ratio of 3% 
to one held adequate). See also Ainslie Per- 
rault, cited at footnote 24. But see Estate of 
Herbert B. Miller, cited at footnote 1 (argu- 
ment of expectation of substantial earnings re- 
jected; corporation held inadequately capital- 
ized (ratio 47 to one). 
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Other intangibles—The value of fran- 
chises, licenses, and similar intangibles are 
also to be included in the determination of 
capital.” To a lender relying on underlying 
assets, these are assets of consequence. 


Thus, in the application of the ratio test, 
the cases, at least, in these four areas have 
indicated an awareness of business and ac- 
counting realities. 


Identity of Interest as Stockholder 
and Creditor 


As indicated above,” in many cases where 
there has been a refusal to treat a stock- 
holder’s advance as a loan, the stockholder 
had made loans to the corporation substan- 
tially in proportion to his stockholdings. This 
was often fatal to the taxpayer’s position. 

The Gooding decision,” which may indeed 
have represented the high-water mark in 
the tide of judicial decisions refusing to rec- 
ognize a stockholder’s business arrangement 
with his corporation, suggested that there 
is no way in which the stockholder of a 
close corporation can establish himself as 
a creditor of the corporation. In the Good- 
ing case, there was no problem of excessive 
ratio of debt to equity. The court, after 
classifying this case as “another in a long 
series of cases wherein the stockholders of 
a closely held corporation have attempted 
to establish between themselves and the cor- 
poration the relationship of creditor-debtor” 
found: “The most significant aspect of the 

case . [was] the complete identity 
of interest” between the stockholders and 
would-be creditors,” and the debt was not 
recognized. 


It has been observed that this result makes 


it virtually impossible for. any close corpo- 
ration to issue bonds or notes to its stock- 


holders. It would appear, moreover, that 
the removal of the bad-debt deduction from 
the reach of the stockholder-creditor in a 
financially unsuccessful close corporation is 
a substantial deterrent to the use of this 
form of business organization. 


Since the rendering by the Tax Court of 
its decision in Gooding Amusement Company, 
however, at least two circuits have sustained 
stockholder advances as debt despite such 
identity of interest. 


In John V. Rowan v. U. S.,." a corporation 
was capitalized at $9,000 in 1930. Each of 
two husband-wife couples purchased stock 
in the corporation in the amount of $4,500. 
The corporation operated at a deficit, and 
loans by a partnership in which the two hus- 
bands appear to have been equal partners 
were made subsequent to 1930 and until 1947, 
totalling about $125,000. The Court held 
the advances to be bona-fide loans.* 


Again, in Kraft Foods Company v. Com- 
missioner,” recently decided by the Second 
Circuit, a wholly owned subsidiary issued 
debentures to its parent, and the subsidiary 
sought a deduction for interest payments 
made on them. The court held that legiti- 
mate arrangements by stockholders with 
their corporations have legal and economic 
significance, and must be recognized by 
third parties “including the tax collector.” 

The Tax Court, however, has shown no 
disposition to change the position assumed 
by it in the Gooding case.“ Moreover, it has 
held that disproportionate holdings of debt 
and stock are of no significance where the 
ratio is heavily weighted on the debt side.” 
As a result, the Commissioner now appears 
to rely on the identity-of-interest test only 
where it will support a result adverse to the 
taxpayer. 





2 John W. Walter, Inc., CCH Dec. 20,735, 23 


TC 550 (1954); 
note 24. 

% See footnote 9. 

% Gooding Amusement Company, cited at foot- 
note 3. 

® At p. 418. 

% Rabin, ‘‘The ‘Clifford Case’ of the Thin 
Corporation,’’ 34 TAXEs 282 (April, 1956). 

* Cited at footnote 5. 

% The court stated: ‘The court, of course, 
recognizes the fact that stockholders who lend 
money to their own corporation obtain all the 
advantages of favorable tax treatment if the 
enterprise fails. But the court also recognizes 
that, entirely without reference to the incidence 
of taxes stockholders of corporations have al- 
ways been free to commit to corporate opera- 
tions such capital as they choose and to lend 
such additional amounts as they may elect to 
assist in the operation if that is their true in- 
tent, always thus reserving the right to share 
with other creditors a distribution of assets if 


Ainslie Perrault, cited at foot- 


Thin Corporation 


the enterprise fails. It would obviously work 
an unwarranted interference by the courts in 
ordinary and perfectly proper business proce- 
dures for us to say that there can be estab- 
lished, as a matter of hindsight, a ratio of 
stockholder owned debt to the capital of the 
debtor corporation. No stockholder could safely 
advance money to strengthen the faltering steps 
of his corporation (which, of course, may be 
greatly to the benefit of other creditors) if he 
is faced with the danger of having the Commis- 
sioner, with the backing of the courts, say, ‘he 
had no right to launch a corporate business 
without investing in it all money it needed, 
and investing it in the way that is most dis- 
advantageous to himself, both as relates to taxa- 
tion and as to other creditors’.’’ (At p. 55). 

% Cited at footnote 24. 

” Hstate of Herbert B. Miller, cited at foot- 
note 1. 

“ The Colony, Inv., CCH Dec. 21,665, 26 TC 
—, No. 3 (1956). 
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Conclusion 


Funds loaned by a taxpayer to his cor- 
poration in most instances have already been 
subject to income taxation. Unless a lender 
can recover, tax-free, his loan of such funds 
to a corporation, he may be discouraged 
from lending risk money. If debt is not rec- 
ognized because its amount is in excess of 
an arbitrarily established upper limit or be- 
cause the lender is also a stockholder, this 
opportunity for recovery of loans, tax-free, 
is effectively blocked. 

The question is of greatest concern to 
closely held corporations, because outside 
sources of credit available to widely held 


corporations minimize the importance to 
them of loans from stockholders as a source 
of financing. It is primarily the small busi- 
ness that feels the impact of the nonrecog- 
nition of debt because of thin ratios or pro- 
rata holdings; and most businesses are small.” 
The double taxation of corporate income 
diminishes the attractiveness to small busi- 
nesses of the corporate form of business or- 
ganization, The nonrecognition of stockholder 
loans, added to the already disadvanta- 
geous double-taxation feature of corpora- 
tions, constitutes a very real deterrent to 
the initiation of business operations through 
the medium of closely held corporations. 
There are situations where potential inves- 
tors in a new enterprise may be reluctant 
to operate without the benefit of the limited 
liability and other unique features of the 
corporate form; in such cases, if adverse 
tax considerations involved in stockholder 
debt make the corporate form uneconomic, 
the result may be that the administration 
of the tax laws, without legislative sanction, 
is actually curtailing new investment and 
the taking of risks. In the opinion of these 
writers, this is an undesirable result. 


A number of devices have been suggested 
to avoid the problem of thin capitalization. 
These include corporate borrowing from out- 
side sources like banks, with stockholders 





# **That ‘small business’ carries on an impres- 
sive portion of this country’s total economic 
activity is evident from the fact that 75% of all 
operating businesses employ fewer than four 
persons. Ninety-five per cent employ fewer than 
20 persons.”’ (Doris, Business Finance Hand- 
book (1953), p. 854.) 

* “The Thin Capitalization Problem Can Be 
Beat,"’ The Journal of Taxation (May, 1955), 
p. 286; ‘Thin Capitalization and Tax Avoid- 
ance,"’ cited at footnote 19, at pp. 1064-1065. 

“ See footnote 23. 

“For a general discussion of the desirability 
and feasibility of allocating the permissible 
arnount of debt in the case of a corporation with 
an excessive debt structure, see Semmel, work 
cited at footnote 18, at p. 217. 
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guaranteeing the loans, and purchase by 
stockholders in their individual capacity of 
assets necessary for corporate operations, 
with the stockholders then loaning these 
assets to the corporation instead of creating 
a corporate indebtedness to purchase the 
property.“ The channeling of economic op- 
eration into complex forms solely for tax 
reasons is, it would seem, another undesira- 
ble consequence of tax policy in this area. 


The tax consequences are severe for a 
taxpayer who has made a wrong estimate 
of the permissible amount of debt. In the 
case of a corporation with an excess of debt, 
the Commissioner and the courts follow a 
policy of disallowing the entire amount of 
debt rather than the more equitable one of 
first making a determination of how much 
of the debt is allowable and then disallow- 
ing the balance. 

There are numerous other situations in 
which the Commissioner makes such alloca- 
tions.“ Such an approach would be desira- 
ble in this area, too, for it would eliminate 
the element of penalty which, in the case of 
a corporation held to be inadequately capi- 
talized, characterizes the refusal to recog- 
nize any part of the entire amount of debt.“ 

The American Law Institute, in its draft 
law, indicates its conviction that the identity 
of ownership of stock and debt holdings 
should not be a relevant factor in determin- 
ing the validity of loans by stockholders. 
Moreover, in its comments on its draft law, 
it may have pointed the way to an equitable 
means of minimizing tax avoidance without, 
at the same time, imposing too-rigid restric- 
tions on the manner in which an investor 
may advance money to a close corporation: 
investigating the amount of invested capital 
without any upper limit as to the permis- 
sible amount of debt.“ Such an approach 
would honor economic arrangements between 
a shareholder and his corporation where 
substantial amounts of capital had been in- 
vested, without regard to the amount of cor- 
porate debt. (Continued on page 709) 


“ Federal Income Tax Statute (American Law 
Institute, February, 1954 draft), Vol. Il, p. 232: 
‘‘Policy considerations also indicate that there 
should be no upper limit upon the permissible 
ratio of pro rata debt to capital. Fixing an up- 
per limit upon this ratio would unduly cir- 
cumscribe the available methods of financing by 
failing to take into account the fact that ex- 
tremely high debt-capital ratios are common 
and even necessary in certain industries. De- 
priving certain closely held corporations of the 
tax advantages of debt financing would consti- 
tute discriminatory treatment in favor of com- 
peting corporations which were in fact able to 
borrow from outsiders."’ 
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Power of Disposition 


By ERNEST E. MONRAD 


Mr. Monrad looks into definitions and interpretations of the phrase ‘‘power 

of disposition” under Section 674(a) of the 1954 Code in an attempt to foresee 
how the courts will construe the words in taxing the grantor 

as the owner of a particular trust. He warns that if a grantor retains 


a power to control beneficial enjoyment of the income 


of the trust, he had better qualify under the statutory exceptions in order to 
obtain results different from those reached under 1939 Code Section 22(a). 


~Y ECTION 674(a) of the Code provides: 

“The grantor shall be treated as the 
owner of any portion of a trust in respect 
of which the beneficial enjoyment of the 
corpus or the income therefrom is subject 
to a power of disposition, exercisable by the 
grantor or a nonadverse party, or both, 
without the approval or consent of any 
adverse party.”* 

To this general rule there are eight statu- 
tory exceptions with regard to certain 
powers.” The purpose of this article is to 
attempt to foresee how the courts will in- 
terpret the words “power of disposition” in 
taxing the grantor as the owner of a particu- 
lar trust. While 1954 Code Section 674(a) 
has no counterpart in the 1939 Code, the 
income of trusts was held taxable to the 
grantor under Section 22(a) of the 1939 
Code and corresponding provisions of prior 
acts aimed at “all income from whatever 
source derived.”* The broad language of 
Section 61 may no longer be used to tax the 
grantor as the owner of a trust solely be- 
cause of his dominion or control. 
because Section 671 provides: 


This is so 


“No items of a trust shall be included in 
computing the taxable income and credits 
of the grantor or of any other person solely 
on the grounds of his dominion and control 


over the trust under section 61 (relating to 
definition of gross income) or any other 


provision of this title, except as specified 
in this subpart.” * 


The subpart limiting the taxing power is 
Subpart E, which includes only Sections 
671 through 678. While Section 61 may not 
be thus used in reaching the grantor, prior 
cases provide an insight as to how “power 
of disposition” will be interpreted. The 
phrase “power of disposition” is not new 
with the 1954 Code. It was set forth in the 
“Clifford regulations,” ° which were promul- 
gated after the Clifford case* was handed 
down by the Supreme Court. Thus suffici- 
ent judicial precedents under Section 22(a) 
and the regulations exist to attempt to de- 
termine how “power of disposition” will be 
defined and applied under the 1954 Code. 


Amending Power 


At one time it was held by the Board of 
Tax Appeals* and the Second Circuit * that 
a grantor could insulate himself from taxa- 
tion for a stated period by making sure that 
he had no power to revest any of the corpus 
or income in himself for the length of that 
period, regardless of duration. Both the 
Langley® and Canfield” cases stated that the 
grantor would be immune from taxation if 





11954 Code, Sec. 674(a). 

21954 Code, Sec. 674(b). 

$1939 Code, Sec. 22(a), 53 Stat. 9 (now 1954 
Code, Sec. 61). 

#1954 Code, Sec. 671. 

5 Regs. 111, Sec. 29.22(a), 
5488, 1946-1 CB 19. 

* Helvering v. Clifford, 
U. S. 331. 


as amended, T. D. 


40-1 ustc 


{ 9265, 309 
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1 Frances Marshall Canfield, CCH Dee. 8803, 
31 BTA 724 (1934), acq., I. T. 7545, XIV-1 CB 
4 (1935). 

8’ Langley v. Commissioner, 
F. (2d) 796 (CCA-2, 1932). 

* Cited at footnote 8. 

” Cited at footnote 7. 


3 ustc { 993, 61 





The author is associated with the firm 
of Herrick, Smith, Donald, Farley & 
Ketchum, Boston, Massachusetts. 


the power to revest could not be exercised 
within the taxable year. While the short- 
term aspects of the power of revocation have 
been cured by statute,” these cases are in- 
teresting in that the broad language of Sec- 
tion 22(a) was not considered at all. In 
each case the Commissioner relied on Sec- 
tion 166 of the 1928 act, which specifically 
ruled out the possibility of taxing the grantor 
by the requirement that the power to revest 
be exercisable during the taxable year.” 
Therefore, under the Code as it was then 
interpreted, the grantor merely had to in- 
sert as a condition to his power of revoca- 
tion or amendment that notice in the prior 
calendar year must be given in order to 
enable him to revoke in the current year; 
failure to perform the condition—the giving 
of notice in the prior year—meant that the 
grantor could not be taxed on the current 
year’s income of the trust.” A 1934 amend- 
ment “ ended this loophole by deleting the 
words “during the taxable year” from the 
phrase “where at any time during the tax- 
able year the power to revest in the gran- 
tor’; thus, any power in the grantor or in 
a person not having a substantial adverse 
interest in the corpus or income to revest 
the corpus in the grantor would result in 
the income of the trust being included in 
the grantor’s gross income. But the short- 
term irrevocable trust stood unscathed as 
a device for the grantor to spread the in- 
come into lower brackets without losing 
much control or enjoyment for too long a 
period.” 


However, the short-term trust soon met 
its doom in the Clifford case.” The Com- 
missioner, seeing the futility of applying the 
Code sections applicable to trusts (or trying 
to amend the law, as two justices felt was 
happening),” sought another path: Section 
22(a)—“income derived from any source 
whatever.” * A husband had set up a short- 








1 1954 Code, Sec. 673(a). 

® Revenue Act of 1928, Sec. 166, 45 Stat. 840. 

8% Lewis v. White, 3 ustc { 868, 56 F. (2d) 390 
(DC Mass., 1932): Faber v. U. 8., 3 ustc § 1003, 
1 F. Supp. 859 (Ct. Cls., 1932); cf. Corning v. 
Commissioner, 39-2 ustc § 9544, 104 F. (2d) 329 
(CA-6). 

4% Revenue Act of 1934, Sec. 166, 48 Stat. 729. 

% See H. Rept. 1385, 73d Cong., 2d Sess., p. 24 
(1934), ignoring the irrevocable trust in the 
Congressional concern to prevent the condition 
of notice from precluding taxation of grantors 
who have a power to revoke. 
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term irrevocable trust (five years) for his 
wife, the corpus to revert to him. Mr. Ju: 
tice Douglas, in holding the husband taxable 
on the income of the trust, accepted the 
Commissioner’s Section 22(a) approach. The 
short duration of the trust, the grantor’s 
control over the corpus and the fact that 
the wife was the beneficiary were the factors 
emphasized in reaching that result. The 
phrases used by Douglas have become the 
platitudes of the last 15 years in the field: 


a temporary reallocation of income 
within an intimate family group. 

[no] substantial change in his economic 
position. 


“The bundle of rights which he retained 
was so substantial that respondent cannot 
be heard to complain that he is the ‘victim 
of despotic power when for the purpose of 
taxation he is treated as owner altogether’.” ” 


To avoid the effects of the Clifford case 
and Section 166” (taxing grantors of re- 
vocable trusts whose corpus may be revested 
in the grantor), taxpayers established trusts 
with power in the settlor to alter or amend 
in favor of anyone except himself. This 
attempt proved futile in Commissioner v. 
Buck.” where Buck, the grantor, conveyed 
shares of stock to a bank as trustee, with 
income payable to his wife for life, then 
income and—ultimately—principal to the 
children. Buck retained a power to alter or 
amend in any respect except that this power 
couldn’t be utilized to revoke the trust, re- 
vest title or income in him nor could it be 
used to accumulate for him or be applied 
to payments on policies on his life. It is 
interesting to note that, even under the 1954 
Code, Buck would have insulated himself 
from every section dealing with grantors 
being taxable except Section 674.% The 
Second Circuit held Buck taxable under 
Section 22(a). It rejected the taxpayer's 
contention that he had lost a_ sufficient 
“bundle of rights” so as not to be taxed 
as the owner of the trust. 


The court used the Horst case™ for its 
emphasis on Buck’s power of disposition: 
“The power to dispose of income is the 


1% Cited at footnote 6. 

™ Case cited at footnote 6, at p. 340 (dissent- 
ing opinion). 

% 1939 Code, Sec. 22(a), 53 Stat. 9 (now 1954 
Code, Sec. 61). 

” Case cited at footnote 6, at pp. 335-337. 

2° 1939 Code, Sec. 166, 53 Stat. 68 (now 1954 
Code, Sec. 676). 

2141-2 ustc { 9520, 120 F. 

22 1954 Code, Secs. 673-677. 

3 Helvering v. Horst, 40-2 ustc { 9787, 311 
U. S. 112. 


(2d) 775 (CCA-2). 
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equivalent of ownership of it.” They also 
stressed Buck’s satisfactions which are of 
economic value, as well as his power to 
“sprinkle as if he were playing a 
hose Despite the long duration 
of the trust the court felt there was just 
another reallocation of income within the 
family group, Buck realizing thereby no 
change in his economic position. Two later 
circuit cases ® held the grantors taxable un- 
der Section 22(a) where they had power 
to change beneficiaries and amend the trust 
in favor of any new beneficiary but the 
settlor. 


” 


The Tax Court followed the Buck decision 
in at least three later decisions. In the 
Morgan case,” the grantor reserved the 
power to appoint the corpus and income of 
a trust among her husband, nieces and 
nephews. The Tax Court held that the 
Buck case was controlling because of the 
grantor’s right to say who shall receive the 
property and income. A second Tax Court 
decision following Commissioner v. Buck 
was Phillip S. Harper which held a hus- 
band and wife who had created separate 
trusts each having himself and: herself re- 
spectively trustee, but reserving power to 
alter or amend and change beneficiaries, 
taxable under Section 22(a). In Edwin C. 
May,” the settlor established various trusts, 
reserving the right to revoke or amend in 
any manner not beneficial to himself. The 
Tax: Court held the settlor taxable on the 
income of the trust. 


Ferdinand A. Bower™ presents an interest- 
ing variation of the Buck doctrine in that 
the settlor reserved no power of revocation, 
management or amendment. Nevertheless, 
the settlor and the trustee (as is possible 
under some local laws—here Michigan) got 
together and modified the trust notwith- 
standing the trust provision. He also had 
originally reserved the right to direct or 
withhold payments of income and principal 
to the named beneficiaries. Instead of rely- 
ing wholly on the latter provision to hold 
the settlor liable, the Tax Court went on to 
say that, having actually directed distribu- 
tions to the new beneficiaries, he could not 
come into court and say that the trust in- 
strument gave him no such power or right 
to sprinkle the income. 





* Case cited at footnote 23, at p. 118; case 
cited at footnote 21, at p. 777. 

% Case cited at footnote 21, at p. 777. 

* Ingle v. McGowan, 51-1 ustc { 9346, 189 F. 


(2d) 785 (Cé-2); Brown v. Commissioner, 42-2 
ustc {§ 9761, 131 F. (2d) 640 (CCA-3). 

7 Lura H. Morgan, CCH Dec. 13,398, 2 TC 510 
(1943), acq., 1944 CB 20. 

% CCH Dec. 13,766(M), 3 TCM 160 (1944). 


Power of Disposition 


After these developments based on Sec- 
tion 22(a), a rather surprising decision was 
handed down by the Court of Claims in 
Carman v. U. S™ There the grantor set up 
an irrevocable trust measured by his life 
and that of his wife, the longest period pos- 
sible under the applicable New York law. 
The grantor retained no power to direct the 
management of the corpus or investment of 
the trust funds, no right to borrow from the 
trust or vote the trust stock. The instru- 
ment specifically provided no part of the 
income or principal could ever be paid to 
the settlor or his wife. However, the settlor 
reserved the right to delete the names of 
income or principal beneficiaries and to add 
other beneficiaries. The court distinguished 
the Buck and Horst cases by correctly point- 
ing out that they involved family groups, 
whereas in the instant case no wife or even 
a relative was a beneficiary. The court 
failed to take cognizance of the noneconomic 
satisfaction of giving and Judge Jerome 
Frank’s apt phrase as to the sprinkling 
power™ lodged in the grantor having the 
right to add or subtract beneficiaries at his 
pleasure. The Court of Claims appears to 
have taken a step backward in allowing 
the settlor to go untaxed. It was pointed 
out in Judge Madden’s dissent: 


“I think that he retained, after putting 
the property in trust, what was, in the cir- 
cumstances, the most important attribute 
of ownership, that is, the power to dispose 
of it to anyone in the world except himself 
and his wife. It being surplus to his 
personal needs, and he being of a generous 
nature, the question was, who should have 
the enjoyment of it. 

“The trust was, in effect, an arrangement 
for the settlor to acquire, tax-free, an in- 
come to be used by him for purposes of gen- 
erosity, as those purposes appealed to him 
from time to time.” * 


The nongrantor donor, desirous of giving 
money to various persons to help them out, 
must do so out of posttax income. The trust 
device should not permit a grantor to escape 
being generous after taxes. The existing 
regulations ™ at the time indicated that 
where there is a power of disposition as to 


the beneficial enjoyment of the corpus or 





* CCH Dec. 14,056(M), 3 TCM 733 (1944) 

” CCH Dec. 16,208, 10 TC 37 (1948). 

"48-1 ustc § 9161, 75 F. Supp. 717. 

= Case cited at footnote 21, at p. 777. 

* Case cited at footnote 31, at pp 
(dissenting opinion). 

* Regs. 111, Sec. 29.22(a), as amended, T. D. 
5488, 1946-1 CB 19. 
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income, the grantor is taxable as the owner 
of the trust. Section 674(a) of the 1954 
Code would appear to tax the grantor in the 
very situation in which the Court of Claims 


held him nontaxable. 


Werner A. Wieboldt® represents another 
facet of the amending power resulting in 
taxation of the grantor. There a husband 
and wife named a trust company as trustee. 
Neither settlor retained any power or right 
of any significance and each instrument 
provided that under no circumstances could 
principal or income revest in the grantor. 
However, each settlor gave his (or her) 
respective spouse the right to alter or amend. 
In holding the settlors taxable on the in- 
come of their respective trusts, the Tax 
Court pointed out: 


“The practical result of the exchange of 
rights was to leave each petitioner with 
powers as absolute and real as would have 
been the case had each provided for their 
exercise by himself in the instrument he 
executed.” ™ 


The Wieboldt case presents also an inter- 
esting cross-reference to the estate tax field. 
The Lehman case™ was cited by the Tax 
Court in the Wieboldt decision for the propo- 
sition that the respective taxpayers should 
each be treated as the settlor of the trust 
which he dominated. In the Lehman case, 
one brother executed two trusts for the 
other brother for life, with remainder to his 
issue, in exchange for similar instruments 
being set up by the other brother. Each 
brother had a power to withdraw up to 
$75,000 from each of the two trusts set up 
by the other brother. The Second Circuit 
held that inasmuch as the brothers had paid 
for the establishment of their respective 
trusts, they should be treated as the settlors 
under Section 302(d)," which included in the 
gross estate of a decedent to the extent of 
any interest in property which the decedent 
had transferred during his lifetime by trust or 
otherwise, the beneficial enjoyment of which 
was, at his death, subject to his power to 
alter, amend or revoke. A rather surprising 


%® CCH Dec. 14,793, 5 TC 946 (1945), acq., 
1946-1 CB 4. 

% Werner A. Wieboldt, cited at footnote 35, at 
p. 953. 

* Lehman v. Commissioner, 40-1 ustc { 9198, 
109 F. (2d) 99 (CCA-2), cert. den., 310 U. S. 637 
(1940). 

% Revenue Act of 1926, Sec. 302(d), 44 Stat. 
70 (now 1954 Code, Sec. 2038). 

%® Newberry Estate v. Commissioner, 53-1 ustc 
{ 10,889, 201 F. (2d) 874 (CA-3). 

” Bstate of Myrtle H. Newberry, CCH Dec. 
18,555, 17 TC 597 (1951). 
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case after this decision was the Newberry 
case,” where a husband and wife, within a 
short time, each executed trusts giving the 
respective spouse broad power to alter, 
amend or terminate the trusts the other 
spouse had set up in favor of anyone but 
the settlor. Identical powers were set up 
and the amendments that were made from 
time to time were similarly identical. The 
Third Circuit distinguished the Lehman case 
as a quid pro quo situation and reversed the 
Tax Court which had determined® that 
sufficient unity of interest and interdepend- 
ence of action existed to treat the spouse 
as the settlor of the trust over which he 
(or she) had the power to amend, alter or 
revoke. The case came up under Section 
811(d)(2)," which, as Section 302(d) of the 
1926 act, “ was aimed at transfers by the 
settlor where the enjoyment was subject 
to the settlor’s power to alter, amend or 
revoke. Had these “crossed trusts” been 
created after October 21, 1942, there would 
have been no trouble in including the trust 
over which the spouse had the general 
power of appointment in that spouse’s gross 
estate;“ the 1939 Code as it originally 


read,“ however, included in the gross estate 


only the property subject to a power which 
had been actually exercised; a 1942 amend- 


ment to Section 811(f) ® included the prop- 
erty whether the power was exercised or 


not. A 1951 amendment“ provided that 
powers created before October 21, 1942, 
must be exercised to include the property in 
the gross estate, whereas powers created 
after that date, whether exercised vel non, 
would result in the inclusion of the property 
in the gross estate of the person having the 
power. Inasmuch as the Newberry powers 
had been created before 1942 the Commis- 
sioner’s only avenue was Section 811(d) (2) 
—property actually transferred by the 
grantor. It is felt that the Third Circuit 
arrived at an erroneous result; in view of 
the close relationship of husband and wife, 
the unity of action and the identity of provi- 
sions, it is unrealistic to insist on more proof 
of motivation for the reciprocal trusts,* and 


1 1939 Code, Sec. 811(d)(2), 53 Stat. 121 (now 
1954 Code, Sec. 2038). 

“ See footnote 38. 

* See 1954 Code, Sec. 2514. 

“1939 Code, Sec. 811(f), 

* 56 Stat. 942-943 (1942). 

“65 Stat. 91-93 (1951). 

*“ The Third Circuit has always been very re- 
strictive in its interpretation as to the existence 
of payment for the establishment of trusts 
where crossed provisions exist. In re Lueder’s 
Estate, 47-2 vustc { 10,576, 164 F. (2d) 128 
(CCA-3). 

8’ See 66 Harvard Law Review 1319-1320 (1953). 
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the husband and wife should be treated as 
the settlors of the respective trusts over 
which each had a power to alter or amend 
and, hence, taxable under Section 811(d)(2).” 
Income taxation of the Newberry-type ar- 
rangement would present the same difficulty 
as arose in that case. Under Section 674(a) 
there would be the question as to who was 
the requisite grantor of the trust. The wife, 
for example, probably fails to meet the 
“nonadverse party” test™ in that she could 
revoke her husband’s trust in favor of her- 
self, and hence her exercise or nonexercise 
of the power would (unless she exercised it 
in favor of herself) adversely affect her 
beneficial interest in the trust—her right to 
have it all. If the Lehman doctrine were 
extended to this situation, she could be 
treated as the grantor and there would be 
no difficulty as to whether or not she was 
an adverse party. Assuming, however, that 
the Third Circuit’s viewpoint prevails, the 
Commissioner now has (which was not true 
under the 1939 Code) a section which per- 
mits the taxing of a person other than a 
grantor with the income of a trust in which 
the persori has a power to vest corpus or 
income in himself." Thus the Commissioner 
would have the Newberrys under a crossfire 
between the two sections. If they argued 
that they weren’t the settlors, then Section 678 
(a)(1) would come into play. If they denied 
liability under that section, they must then 
fall under Section 674(a). In passing, it 
should be noted that double taxation is not 
possible—the two sections are mutually 
exclusive.” 


Another case following the Buck decision 
was Estate of J. P. Morgan.* There the set- 
tlor of a trust reserved the right to amend 
or alter the terms and conditions of the 
instrument, except that none of the income 
could revest in him. The taxpayer was held 
liable for the income of the trust. A subse- 
quent Tax Court case™ held that a power 
to reclassify corpus and income and to 
change administrative provisions “in order 
to better carry out his (the settlor’s) inten- 
tions” would not result in the inclusion of 
the trust’s income in that of the settlor. 
While the power to allocate between corpus 
and income, however broadly expressed, 


will not result in taxability ™ under Section 
674(a) of the 1954 Code, such a broad power 
as one to better carry out the settlor’s in- 
tentions would probably fall under the 
provisions of Section 675 (relating to gen- 
eral powers of administration) if not the 
“power of disposition” phrase of Section 
674(a). There is no possible objective or 
reasonable standard that can be established 
out of the idea “to better carry out his inu- 
tentions,” and such a subjective standard 
should have resulted in taxation of the 
grantor. 


Failure to Transfer Corpus 


It is well settled that a grantor can con- 
stitute himself trustee of the trust of which 
he is the grantor. To avoid taxation, it has 
been said that: 


where the grantor has. stripped 
himself of all command over the income for 
an indefinite period, and in all probability, 
under the terms of the trust instrument, will 
never regain beneficial ownership of the 
corpus, there seems to be no statutory basis 
for treating the income as that of the grantor 
under Section 22(a) merely because he has 
made himself trustee with broad powers in 
that capacity to manage the trust estate.” ™ 


Thus, failure to transfer does not tpso 
facto result in taxation. However, retention 
of certain rights may find a settlor being 
taxable on the entire income of the trust. 
For example, in Oscar Mitchell," the tax- 
payer executed an instrument purporting to 
establish Mitchell as trustee to receive all 
the rents of various pieces of lands and 
immediately to pay them over to his wife 
and daughter. The Tax Court recognized 
this attempt to get around Lucas v. Earl™ 
as a gift of income to be received in the 
future, inasmuch as the assignment over 
to the wife and daughter did not include 
any profits realized as a result of sale, and 
the taxpayer could sell the property at any 
time. The Board of Tax Appeals went on 
to say that no valid life estate had been 
created by the words “all of the rents here- 
after received by me will be held by 
me in Trust and paid over as received.” 
The power of sale could be considered as 





* See footnote 41. 

® See 1954 Code, Sec. 672(a), (b). 

51 1954 Code, Sec. 678(a)(1). 

52 1954 Code, Sec. 678(b). 

5% CCH Dec. 14,220(M), 3 TCM 1156 (1944) 
(appeal to Second Circuit dismissed by stipula- 
tion). 

Carroll L. Griffith, CCH Dec. 14,458(M), 4 
TCM 317 (1945). 

55 1954 Code, Sec. 674(b) (8). 
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% Commissioner v. 


Branch, 40-2 vustc { 9727, 
(2d) 985, 987 (CCA-1); Frederick Ayer, 
CCH Dec. 12,083, 45 BTA 146, 153 (1941), non- 


114 F. 


acq., 1943 CB 27 
CB 2). 

% CCH Dec. 7819, 27 BTA 101 (1932), acq., 
XII-1 CB 9 (1933), nonacq., XIII-1 CB 19 (1933) 
(both based on other grounds). 


3% 2 ustc | 496, 281 U. S. 111 (1930). 


(withdrawing acq., 1942-1 





just another revocable trust, subject to his 
power of sale, the equivalent of revocation.” 
This power should be classified as a “power 
of disposition” under the 1954 Code. 


Another attempt to set up the grantor as 
trustee failed to insulate the grantor from 
taxation in W. H. Easley.” There Easley, 
after having been given a sales territory, 
had developed a bottling business, largely 
due to his own personal efforts. In 1940 he 
created two trusts, each to represent a pur- 
ported one-quarter interest in the business. 
The trusts received no part of the territorial 
contract, but were limited to the real estate, 
the accounts receivable and the plant and 
equipment. His infant sons, the benefici- 
aries, were not to receive any corpus or 
income until they were 35, and the settlor 
could sell the property and hold it in his 
own name. From the fact that the propor- 
tion of earnings attributable to the trust 
property in no wise was as high as the 50 
per cent figure set forth in the trust, and 
from the fact of the settlor’s control, the 
Tax Court concluded that the settlor had 
not transferred any interest in the business, 
but rather merely had effected a transfer of 
his interest in the plant and equipment, and 
hence was taxable on the entire income of 
the business. His control and the mere real- 
location of income within the family group 
indicate that the correct result was reached 
under both the old and new Codes. 


It should be noted, however, that merely 
because a trust is informal it will not neces- 
sarily be recognized by the courts. In Lilian 
K. Blake“ the taxpayer put shares of stock 
in an envelope in her safe-deposit box with 
a notation thereon that the shares belonged 
to her son. Later she attached a power of 
attorney to the envelope. The dividends 
therefrom were reinvested and these pro- 
ceeds were utilized to support the family. 
The Board of Tax Appeals held that a valid 
trust had been established, and that she 
received the income from the investment of 
the dividends, not from the dividends them- 
selves, and hence the son was taxable on 
the dividends. 


To the same effect was the case of Estate 
of Robert L. Holt,” where a donor set aside 
bonds for a donee, but at the donee’s re- 
quest retained possession of them, sending 
the donee the interest as paid. The Board 
of Tax Appeals held that the donor was the 
voluntary trustee for the donee. 


%® See Leydig v. Commissioner, 2 ustc { 575, 43 
F. (2d) 494, 496 (CCA-10) (dictum). 

* CCH Dec. 15,564, 8 TC 153 (1947). 

* CCH Dec. 7008, 23 BTA 554 (1931), 
X-2 CB 7 (1931). 


698 


acq., 


October, 1956 @ 


Trust Composed of Earnings 
of Grantor—Hogle Case 


In Hogle v. Commissioner™ the taxpayer, 
in 1922, set up an “irrevocable trusteeship,” 
designating a third party as trustee there- 
under for his three minor children. The 
instrument (“the Copley Trust”) provided 
that it was to be a trading account in stocks, 
bonds and/or real estate to be managed 
and operated by Hogle. Corpus and income 
were payable to the children in 1945 in fixed 
proportions, and trading losses were to be 
made good by Hogle. In actual practice 
the trust was highly successful under Hogle’s 
direction, the trustee being practically nomi- 
nal, merely mailing back the forms. The 
Tenth Circuit concluded that.an irrevocable 
trust had been created; nevertheless, the 
income from margin trading was held tax- 
able to the settlor, Hogle, whereas the 
capital gains, interest and dividends were 
not. The court felt that the profits realized 
from trading on margin were the result of 
the personal skill and judgment of Hogle, 
and hence should be taxable to him. The 
court relied heavily on his power of dis- 
position—his ability to trade or not and 
hence control the flow of income to his 
children: 


“The amount of trading on margins which 

Hogle was to carry on for the trust was 
wholly in his discretion. He could trade 
little or much or not at all for the benefit of 
the trust as he saw fit. Thus, he exercised 
practical control over what portion of in- 
come from his personal efforts in trading 
or margins should accrue to the trust. 
It amounted in each of those years to a 
voluntary assignment of a portion of his 
personal earnings. Income that is 
subject to a man’s unfettered command and 
that he is free to enjoy at his own option 
should be taxed to him as his own income, 
whether he sees fit to enjoy it or not.”” 


While the Tenth Circuit refused to go so 
far, it might be argued that if the margin 
trading profits were taxable to Hogle, the 
capital gains should likewise be attributed 
to him in that his selection of the invest- 
ment medium was the reason behind the 
gain, and involved his personal judgment 
and skill. This would seem to be stretching 
the theory too far, because any settlor trans- 
ferring property in trust has used judgment 
in the original acquisition of that property. 


® CCH Dec. 4635, 14 BTA 564 (1928), acq., 
VIII-2 CB 24 (1929). 

% 42-2 ustc { 9811, 132 F. (2d) 66 (CCA-10). 

* Hogle v. Commissioner, cited at footnote 63, 
at p. 71. 


TAXES—The Tax Magazine 





The margin trading profits, however, clearly 
were attributable to his own efforts, and 
the degree of control thus vested in him 
indicates that a proper result was reached. 


Power to Remove Trustee 


A settlor who retains the power to re- 
move the trustee may find that the income 
of the trust is attributed to him. For ex- 
ample, in Stockstrom v. Commissioner®™ the 
grantor established trusts for all her married 
children. Her husband and one M. E. Tur- 
ner were trustees. The trustees were given 
power to shift income from one beneficiary 
to another “in such relative amounts and 
at such times as the trustees shall deter- 
mine.” Turner, the trustee, could be re- 
moved at any time by Mr. Stockstrom, and 
he could appoint anyone else as cotrustee. 
The clause providing for designation and 
removal of trustees could be revoked at any 
time by Mrs. Stockstrom. Thus, she could 
constitute herself sole trustee, vested with 
power to spread income among the bene- 
ficiaries at her discretion. Therefore, the 
court concluded that she was taxable on the 
income of the trust. As will be shown later, 
this power to shift income among bene- 
ficiaries has resulted in taxation of the set- 
tlor under Section 22(a) of the 1939 Code.” 
It is felt that the same result would . be 
reached under the 1954 Code in that she 
had a power of disposition—one capable of 
determining beneficial enjoyment—in her 
ability to make herself trustee and then 
allocate income as she saw fit. The statu- 
tory exception relating to independent trus- 
tees™ would hardly apply here, inasmuch 
as a trustee subject to removal without cause 
would almost invariably be a subordinate 
party subservient to the grantor’s wishes. 

Another case involving the power to 
change trustee was Cory v. Commissioner.” 
That case involved a situation where the 
trustee had discretion as to how much should 
be paid the beneficiaries. The settlor reserved 
the right to name a substitute trustee if 
the one named in the agreement failed to 
act. The taxpayer also reserved the right to 
change any of the administrative provisions 
of the trust agreement. Since the trustee's 


very appointment was administrative, he 


could be removed at any time and the set- 
tlor could then install himself as trustee; 
furthermore, since a trustee’s powers are 
also administrative, this gave the settlor 
complete dominion over the trustee.” There- 
fore, the Second Cireuit attributed the in- 


come of the trust to the settlor. 


A recent case dealing with the power to 
remove the trustee was Warren H. Corning,” 
where the settlor, in 1929, established a 
long-term trust for his family group, re- 
serving the power to substitute trustees 
without cause. The trustee was given power 
to amend or reyoke, including the right to 
change any of the beneficial interests there- 
under. The Tax Court held that the tax- 
payer's power to substitute trustees without 
cause required that the powers of the trus- 
tee be attributed to him. Hence, under the 
Clifford doctrine the income should be tax- 
able to the settlor because of his power 
(exercised vel mon) to allocate income or 
corpus among the beneficiaries. 

Some cases have held that a settlor is not 
taxable on the income of a trust merely 
because of a power to remove the trustee 
and supplant himself in his stead.” Both 
the cited cases, however, may be distin- 
guished from those holding the settlor tax- 
able by the fact that the former were 
irrevocable, and that the trustee could not 
alter the fixed interests of the beneficiaries 
in the trust corpus or income. Therefore 
they may be reconciled by the theory that 
if the trustee may be removed and the 
grantor substituted as trustee, then resort 
must be had to the trustee’s powers to 
determine whether or not the grantor would 
be liable. If the settlor has the power when 
so situated as trustee (even though not now 
actually acting as trustee) to contro] the 
beneficial enjoyment of the corpus or in- 
come, then the trust income should be 
attributed to him. Thus, in Anthony J. 
Drexel Biddle, Jr.” a power to remove any 
or all of the trustees and appoint a successor 
or successors (including the settlor) where 
the trust was irrevocable and the benefici- 
aries’ shares of corpus and income were 
fixed did not result in the inclusion of the 
trust’s income in the settlor’s gross income. 

The language of the 1954 Code indicates 
that these cases would be decided the same 





* 45-2 ustc { 9424, 151 F. (2d) 353 (CCA-8). 

*% See ‘“‘Power to Shift Income Among Bene- 
ficiaries,’’ below. 

* 1954 Code, Sec. 674(c). 

% 42-1 ustc § 9344, 126 F. (2d) 689 (CCA-3). 

*® Cory v. Commissioner, cited at footnote 68, 
at p. 693. 

” CCH Dec. 21,189, 24 TC —, No. 100 (1955); 
42 Virginia Law Review 88 (1956). The taxpayer 
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ard Federal Tax Reports (1956 Ed.), Vol. 5, p. 
51,112). 

1 For example, Commissioner v 
46-2 ustc § 9329, 156 F. 
knap v. Glenn, 44-2 ust 
(DC Ky.). 

2 CCH Dec. 
1949-1 CB 1. 


Greenspun, 
(2d) 917 (CCA-5); Bel- 
{ 9373, 55 F. Supp. 631 
16,707, 11 TC 868 


(1948), acq., 
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way, the test being the settlor’s eventual 
or present power—as the case may be—to 
control the beneficial enjoyment of the trust 
corpus or income. 


Some doubt has been cast upon this con- 
clusion by the fact that Section X851(d) of 
the American Law Institute’s Federal In- 
come Tax Statute (in the definitions sec- 
tion) provides that: 

“(d) If the grantor or a related or sub- 
ordinate party has the power to remove a 
trustee without cause, the grantor shall be 
treated as possessing the powers of that 
trustee.” 

This subsection (“the lost power”) was 
not included in the 1954 Code. However, it 
is still felt that “power of disposition” is 
broad enough to include the power to sub- 
stitute trustees where the grantor can there- 
by exercise sufficient control by his ability 
to remove the trustee without cause. If 
substitution can take place only on the 
death or resignation of the trustee, it then 
would be questionable to attribute the trus- 
tee’s powers to the settlor. 


Power to Shift Income 
Among Beneficiaries 


In another Stockstrom case™ the settlor 
created irrevocable trusts with himself as 
trustee. The settlor was to receive 
neither corpus nor income; however, as 
trustee he had rather abnormal fiduciary 
powers in that he could deal with the cor- 
pus as if he were the owner, and most im- 
portant of all, he could make payments to 
his children in such relative proportions as 
he alone might determine, Coupled with this 
was a power to accumulate which was 
actually exercised to withhold income from 
a primary beneficiary. The Eighth Circuit 
held that he had retained a sufficient “bundle 
of rights” to make him taxable as the owner 
of the trust under Section 22(a). Section 
674(a) of the 1954 Code would appear to be 
manifestly aimed at these situations where 
the settlor has reserved the right to shift 
income among beneficiaries. 


sole 


An exception to this rule is where the 
power is to designate who shall receive the 
income of a charitable trust—a discretionary 
right to designate which charitable organi- 


% Stockstrom wv. Commissioner, 45-1 vustc 
9243, 148 F. (2d) 491 (CCA-8), cert. den., 326 
U. S. 719 (1945). 

™ Regs. 111, Sec. 29.22-21(d)(2), as amended, 
T. D. 5488, 1946-1 CB 19-21. 

™ John Danz, CCH Dec. 19,013, 18 TC 454 
(1952), acq., 1952-2 CB 1. 

% 1954 Code, Sec. 674(b)(4). 
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zation shall be the beneficiary and how much 
each beneficiary will take. 


The Clifford regulations made this power 
an exception to the taxable power of con- 
trolling beneficial enjoyment." Rather sur- 
prisingly, therefore, the Commissioner, in 
1952, argued that a power to designate chari- 
table beneficiaries and to fix the time and 
amount of the contributions from the trust 
to them (the only power reserved to the 
settlor) should make the settlor taxable on 
the income of the trust.” However, the Tax 
Court held that this power to allocate among 
charitable beneficiaries would not result in 
the taxation of the settlor, and this result 
has been followed in the 1954 Code.” The 
Stockstrom case has been followed by sev- 
eral decisions, including the Littell case™ 
(power to change beneficiaries and their 
beneficial interests), Funsten v. Commissioner ™ 
(power to shift income among beneficiaries) 
and George v. Commissioner” (power to sub- 
stitute beneficiaries). 

In similar fashion, where the grantor 
names himself as cotrustee with another 
party, the courts have held the grantor to 
be the owner of the trust where he can 
control the disposition of the income and 
principal of the trust fund. In Ben F. Hop- 
kins™ the settlor conveyed stock to a bank 
as cotrustee; however, the settlor reserved 
to himself the sole discretion as to whether 
income and principal could be paid to his 
son. Inasmuch as the son was required 
upon the father’s death to exercise a power 
of appointment within a limited class of 
people (a close family group), the father 
could therefore shift the income and prin- 
cipal to or from the son and away from 
or to the limited group of relatives. This 
type of proviso would, it is felt, still make 
the income of the trust taxable to the 
grantor under the 1954 Code. The exception 
of Section 674(b)(6)", should not apply be- 
cause: (1) The power excludes from the 
class of possible appointees persons other 
than the beneficiary, his creditors or the 
creditors of the son’s estate, as anyone not 
in the close family group would be excluded. 
(2) The second proviso of that exception 
requires irrevocable shares of the accumu- 
lations be given to the current income bene- 
ficiaries, and this has manifestly not been 


™ Littell v. Commissioner, 46-1 ustc { 9232, 154 
F. (2d) 922 (CCA-2). 

% 45-1 uste { 9273, 148 F. (2d) 805 (CCA-8). 

% 44-2 ustc § 9413, 143 F. (2d) 837 (CCA-8), 
cert. den., 323 U. S. 778 (1944). 

% CCH Dec. 14,767, 5 TC 803 (1945), aff'd, 46-2 
ustc { 9377, 157 F. (2d) 679 (CCA-6), cert. den., 
331 U. S. 838 (1947). 

81 1954 Code, Sec. 674(b) (6). 
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done. A similar ~esult was reached in 
Josephine P. Hendrick,” where during the 
term of the trust the net income was to be 
distributed among 16 named individuals in 
such proportions as the trustees “in their 
absolute discretion may determine.” The 
trustees were the settlor and her brother. 
Later her son, not a beneficiary, was named 
as trustee. However, the son would receive 
the principal and corpus, if living, on the 
termination of the trust. A rather unusual 
provision in the trust instrument provided 
that each trustee could act for both in all 
respects. Therefore, the settlor, acting alone, 
could accumulate vel non, and hence spread 
the income between the beneficiaries as she 
saw fit, as well as between the beneficiaries 
and the remaindermen. The Tax Court, 
concluding that she alone was to be treated 
as having all powers granted to the trustee, 
held her liable on the entire income of the 
trust. The power to shift income and vary 
the amount among the members of a group, 
except for the settlor, was deemed such a 
substantial attribute of ownership warrant- 
ing the taxing of the trust’s income to the 
grantor. 

In Foerderer v. Commissioner ™ the grantor, 
as sole trustee, having a different type of 
power—the power to make advances against 
future income—was held to render the 
settlor-sole trustee liable for the income of 
the trust. In this case the settlor-trustee 
could make advances to life beneficiaries, 
to be charged against future income; if the 
life beneficiary were to die, the advances 
would be charged against corpus. The Third 
Circuit concluded, in affirming the Tax 
Court," that since no limit could be placed 
on these advances, the remaindermen might 
receive little or nothing, depending on the 
settlor’s wishes, and hence they held him 
to be the “owner” of the trust. 

In view of the above cases holding the 
settlor liable for the income of trusts where 
he has this power to spread income among 
beneficiaries, one court decision appears 
rather surprising—Hawkins v. Commissioner.* 
There the settlor conveyed securities to a 
bank as trustee, reserving the right to alter 
or modify the provisions of distributions to 
the beneficiary. Refusing to follow a host 
of judicial decisions, the Fifth Circuit con- 


cluded that this power did not make the 
grantor the owner for tax purposes. The 
reasoning was that since Hawkins had no 
obligation to support his grandchildren, the 
Horst and Clifford decisions were not appli- 
cable, and that since he had no power of 
revocation and he was to have no part of 
the income or corpus, the income should 
not be taxable to him. That there is no 
obligation to support has not troubled other 
courts. For example, in the Stockstrom case 
the beneficiaries were the settlor’s children, 
all over 40 years of age, and his minor 
grandchildren; hence, there was no question 
of support. The Fifth Circuit also reasoned 
that Sections 166 and 167“ were exclusive. 
As pointed out by Judge McCord’s dissent,” 
the Clifford case™® expressly indicated that 
these sections were by no means exclusive, 
and that 22(a) could be utilized in reaching 
grantors. The 1954 Code concerns itself 
with “power of disposition,” which is what 
Hawkins had, and it is felt he should be 
taxable under both the 1939 and 1954 Codes. 


In Hall v. Commissioner™ an irrevocable 
trust was set up by an oil magnate for his 
minor daughters as beneficiaries. The set- 
tlor had power to distribute income in equal 
shares at any time in his discretion as trus- 
tee. If all the children and their issue died, 
the accumulated income and corpus, if any, 
were to revert to the settlor, or his wife, if 
he were not living. The Tenth Circuit 
decided that economic gain was to be the 
test, and concluded that the settlor was not 
taxable, because he could not shift the in- 
come from one beneficiary to another, and 
that his reversionary interest was too re- 
mote—his chance of outliving his children 
was so slight and hence he would probably 
never be revested with corpus or accumu- 
lated income. Until the daughters reached 
their majority, a different result would be 
likely under the 1954 Code, at least to the 
extent the income is applied to support or 
maintain the children.” After they are 21 
the case would appear to be followed by the 
new Code, inasmuch as the beneficiaries 
were to take equally in irrevocable shares 
on termination of the trust, conforming with 
Section 674(b)(6)(B) of the 1954 Code. 


A similar case is Glen S. Aller, Sr." where 


the grantor established a trust for his minor 





% CCH Dec. 15,981(M), 6 TCM 961 (1947). 

83 44-1 ustc { 9172, 141 F. (2d) 53 (CCA-3). 

% CCH Dec. 13,020(M), 1 TCM 677 (1943). 

% 46-1 ustc $9110, 152 F. (2d) 221 (CCA-5, 
1945). 

% 1939 Code, Secs. 166, 167, 53 Stat. 68 (now 
1954 Code, Secs. 676, 677). 

* Hawkins v. Commissioner, cited at footnote 
85, at p. 223 (dissenting opinion). 


Power of Disposition 





58 Cited at footnote 6, at p. 338. 

%° 45-2 ustc {| 9361, 150 F. (2d) 304 (CCA-10). 

%® See 1954 Code, Secs. 674(b)(1), 677(b). Sec. 
673, dealing with reversionary interests, would 
not be applicable because the reversion could 
not reasonably be expected to take place within 
ten years. 


"CCH Dec. 13,697(M), 3 TCM 39 (1944). 
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children, the trust to last until the youngest 
child was 25. The income distributions were 
to be equal, as were the final distributions. 
However, the settlor’s consent was required 
for both types of distributions. The Tax 
Court held that the settlor was not taxable 
on the income of the trust, in that his rights 
did not result in any economic benefits to 
him and that his “bundle of rights” was 
insufficient to warrant his taxation. Under 
the 1954 Code the settlor would be taxed to 
the extent the income was actually applied 
to the support or maintenance of a bene- 
ficiary that the grantor was legally obligated 
to support or maintain.” Since the income 
accumulated would ultimately have to be 
paid to the beneficiaries in equal shares, 
any income so accumulated would fall under 
the exception of Section 674(b)(6) of the 
1954 Code, and hence would immunize the 
settlor from taxation. 


In Carroll L. Griffith™ the settlor was the 
trustee of an irrevocable security trading 
trust for the benefit of his two minor chil- 
dren. He could not shift income among the 
beneficiaries, but he did have the power to 
shift within the share of each beneficiary 
the income attributable to that beneficiary 
to his corpus or vice versa. A fixed one- 
half interest as a final distribution was pay- 
able to each child when he attained 30. The 
Tax Court concluded that the power to 
accumulate was not a sufficient degree of 
ownership nor a power to “sprinkle,” and 
hence held that the settlor was not taxable 
on the income of the trust. While the ques- 
tion is now moot due to Section 674(b) (8) 
(making a power to allocate between corpus 
and income an exception to the general rule 
of 674(a)), it could be argued that this 
power under the 1939 Code was a power to 
sprinkle, inasmuch as the beneficiary receiv- 
ing corpus would be much better off after 
taxes than would be his income-receiving 
cobeneficiary. As long as, and to the extent 
that, the income was used for the support 
of these minor children, the settlor would 
be liable on the income to the extent it was 
so used. 


The Tax Court has indicated that under 
the 1939 Code, where the interests of the 
beneficiaries are fixed, a power to withhold 
income temporarily will not result in taxa- 
tion of the grantor if the accumulated in- 
come eventually goes to the beneficiary or 


beneficiaries. At least three cases indicate 
this: J. M. Leonard,* Alma M. Myer™ and 


% 1954 Code, Sec. 677(b), 674(b)(1). 
% Cited at footnote 54. 
* CCH Dec. 14,516, 4 TC 1271 (1945). 
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W. L. Taylor.” In each, the power to accumu- 
late income was only temporary, and the 
beneficiary or beneficiaries ultimately re- 
ceived the accumulations. This judicially 
created exception is now codified under 
Section 674(b)(6) of the 1954 Code. Per- 
vading all these cases (with the exception 
of the anomalous Hawkins case) is the con- 
cept that if a power to accumulate exists, 
as long as the beneficiaries take vested and 
fixed shares of current income and _ ulti- 
mately receive the accumulated income, the 
settlor having the power to withhold tempo- 
rarily will not be treated as the owner of 
the trust. Section 674(b)(6)(B) provides 
that the current income beneficiaries must 
receive shares “which have been irrevocably 
specified in the trust instrument.” The ques- 
tion arises as to whether this final distribu- 
tion must be an amount representing a fixed 
share of the corpus, plus any income that 
was withheld with respect to the recipient, 
or whether the accumulated income may be 
added to the corpus and then the fixed share 
determined. The answer appears to be that 
the accumulated income and corpus may be 
added together and the fixed share then 
determined without regarding to which bene- 
ficiary the withheld income should be at- 
tributed. While one of the main aims of 
Section 674(a) is to tax the possessor of a 
“sprinkling” power, proposed regulations 
Section 1.674(b)(6) indicates that there can 
be some shifting of accumulated income be- 
tween an income beneficiary and the re- 
mainderman, For example, a father can set 
up a trust for his two children with a 
power to accumulate and provide that each, 
on the dissolution of the trust, shall receive 
one half of the combined dollar amount of 
the corpus and accumulated income. Thus, 
a situation exists where a grantor may still 
effect some shifting of economic benefit and 
not be taxed as the owner of the trust. 


Trusts Lacking in Substance 


The Treasury and the courts have indi- 
cated that where a trust arrangement is 
manifestly a sham, the grantor will be 
treated as the owner of the trust and hence 
be liable taxwise on the income of the 
purported “trust.” For example, in one 
situation an owner of real property trans- 
ferred it to a “trust” for ten years for the 
benefit of the grantor’s children; the grantor’s 
wife was one of the two trustees, and the 


*% CCH Dec. 14,935, 6 TC 77 (1946). 
% CCH Dec. 14,961, 6 TC 201 (1946). 
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wife was to receive the property if the hus- 
band died before the expiration of the ten- 
year period. The grantor, however, reserved 
the right to lease back the .property from 
the trustees, and he sought to deduct rental 
payments to the trust as business expenses. 
It was held that the grantor would remain 
the owner of the property during the term 
of the trust for income and gift tax pur- 
poses, and that rental payments, when made, 
would constitute gifts.” 


A Board of Tax Appeals opinion disre- 
garding a trust as obviously having no sub- 
stance was Benjamin F, Wollman™ There 
the settlor in pre-Clifford days created a 
short-term trust for his wife (one year in 
duration), and the board concluded that no 
valid trust had been created and hence taxed 
the settlor as the owner of the trust. 


A case falling more into a “multiple trusts” 
subject was Raoul H. Fleischmann,” but it 
should be noted that there the grantor estab- 
lished four trusts in place of one, with no 
other purpose than tax avoidance being 
given for the arrangement. The Board of 
Tax Appeals concluded that the intent of 
the grantor under such a situation would 


control, and, adding this to the above facts, 
concluded that the trusts were thin—lacking 
in substance—and hence held the settlor 
liable as the owner. 

Another variation of the trust without 
substance was set forth in William C. Rands’” 
It was there held that the ambiguous word- 
ing of the trust instrument as well as the 
settlor’s own actions (for example, no segre- 
gation of income or sources of income, con- 
ducted trust as if he were the sole owner) 
indicated that no valid trust had been estab- 
lished, and hence the court attributed the 
income of the trust to the settlor. 


T. COLEMAN ANDREWS RUNS 


Several minority parties have nomi- 
nated T. Coleman Andrews, former 
Commissioner of Internal Revenue, 
as their candidate for President of the 
United States. The ex-Commissioner’s 
name reportedly has been placed on 
the ballot in some areas. Voting 
should provide a test of the support 
present for his idea that personal 
income taxation should be abolished. 

Presumably, Andrews does not plan 
a vigorous campaign. Upon being 


* Rev. Rul. 54-9, 1954-1 CB 20. 

% CCH Dec. 8670, 31 BTA 37 (1934). 

*” CCH Dec. 10,833, 40 BTA 672 (1939). 

1 CCH Dec. 9492, 34 BTA 1107 (1936), appeal 
dismissed by stipulation of the parties, 101 F. 
(2d) 1018 (CCA-6, 1939). 


Power of Disposition 


An interesting attempt to avoid taxes was 
established in Estate of A. C. O’Laughlin,™ 
where the taxpayer established six trusts, 
giving six beneficiaries a fixed interest in 
each. Behind this unusual situation lay a 
power to accumulate, the settlor being the 
remainderman. However, income could be 
accumulated only with the consent of an 
advisory committee, one of whom was a 
beneficiary and hence a person having an 
adverse interest in each trust. The Board 
of Tax Appeals concluded that the only 
reason for this scheme was tax avoidance, 
for no other reason could be given for not 
giving each beneficiary a separate trust 
rather than a share in each trust other than 
the desire to obtain the adverse interest to 
avoid the taxing provision; therefore, it was 
concluded that the trusts were lacking in 
substance, and the grantor was held taxable 
on the income of the various trusts. 


Conclusion 


While the phrase “power of disposition” 
is new to the 1954 Code, it is clear that it 
is not new to the courts. The decisions un- 
der the 1939 Code, involving Section 22(a) 
and trust provisons, have established suffi- 
cient precedents for the courts under the 
new Code, even though Section 22(a) (now 
Section 61) may no longer be utilized in 
reaching the grantor of a trust, solely be- 
cause of his dominion and control. It is 
manifest that if a grantor retains a power 
to control beneficial enjoyment of the in- 
come of the trust, he had better qualify un- 
der the statutory exceptions, or the same 
results as those reached in the old Section 
22(a) cases will be handed down under the 
1954 Code in attributing the income of the 
trust to the settlor. [The End] 


FOR PRESIDENT 


notified of his nomination by the Con- 
stitution Party, he is reported by The 
Weekly Underwriter, September 1 issue, 
to have said: “I’ve told the gentlemen 
I did not see how I could possibly 
turn aside completely from my busi- 
ness duties at this time to conduct a 
political campaign and if they nomi- 
nated me it looked to me like they 
would have to be prepared to go for- 
ward on a write-in basis.” 


1 CCH Dec, 10,494, 38 BTA 1120 (1938), acq., 
1939-1 CB 26, aff'd, sub. nom. First National 
Bank of Chicago v. Commissioner, 40-1 vustc 
{ 9311, 110 F. (2d) 448 (CCA-7). 








Books 


Cahn’s New Book 


The Moral Decision, Edmond Cahn, Indi- 
ana University Press, Bloomington, Indiana. 
1955. 342 pages. $5. 

The author explores the question: “What 
moral guides can be found in American 
law?” His method is to divide his book 
into three parts. The first part is the prem- 
ise and the outline of certain standards of 
morals and law. The second part deals 
with situations in which the author equates 
general findings of law with modern moral 
conceptions. And the third part is that in 
which the author rationalizes his propositions. 

The main part of this book selects six 
situations and their variations. These situa- 
tions are named the first of life, sexual rela- 
tions, the conduct of business, business with 
government, the enlargement of personality 
and the last of life. 

Since this is not usually thought of as a 
“popular” magazine, this review will skip 
over that section of Professor Cahn’s book 
which we feel sure would be the lead were this 
book to be reviewed in True Confessions, and 
focus our attention on the situations described 
as business and government, cheating on taxes. 

The American taxpayer, according to Pro- 
fessor Cahn, won’t face up to the fact that 
there is considerable cheating on income tax 
returns and he’s a bit puzzled why. Rather 
than reasons, he offers us a few excuses. 


“Now, although the American mores seem 
to countenance defrauding the government 
of taxes (except by ‘professionals’), they 
assuredly do not countenance what we have 
written here. We have depicted the perpe- 
tration of tax-fraud as a general and usual 
practice in American life; and by doing so 
we have violated the established mores. 


According to the mores, the American who 
cheats his government must be described 
as an aberrant exception quite unrepresenta- 
tive of his fellow-citizens and of his com- 
munity. The tradition insists that he is an 
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to the Tax Man 


exception not merely in being caught but 
also in being dishonest. For if he were not 
considered abnormal in respect of dishon- 
esty, if cheating on taxes were acknowl- 
edged to be frequent and general, if in effect 
nearly everybody else swindled the govern- 
ment, what possible scruple could remain to 
deter a single one of us? 

“The dilemma is particularly difficult to 
Americans, for having long since surrend- 
ered our manners to conformism, we now 
bid fair to do the same with our morals. 
Americans have customarily avoided dis- 
comfort from tax scandals by simply deny- 
ing the facts; in the very face of the objective 
realities, they still reiterate that tax-cheating 
is not a general American phenomenon. 
But this attitude cannot endure very much 
longer, because the high tax rates of the 
present and the progressive socializations of 
the proximate future will inevitably compel 
recognition of the distasteful truth, Per- 
haps, if we understood just why those av- 
erage Americans who would not think of 
cheating their neighbors and customers will 
nevertheless cheat their government, we 
should fear the truth less. If we under- 
stood the workings of their moral processes, 
we might gain courage enough to put the 
traditional hypocrisy aside. 

“Let us begin on an elementary level. 
Our average American of the honester sort, 
having picked up a loaf of bread in a groc- 
ery-store, has laid his coin on the counter 
in payment. Although he sees that the 
grocer is occupied with other customers, he 
feels not the slightest temptation to cheat 
by taking his coin back. At the door of the 
shop, there stands a telephone booth. He 
enters the booth and makes a call by means 
of the coin-operated instrument. Having 
completed the conversation, he almost in- 
stinctively sticks his finger into the recentacle 
provided for return of coins on uncompieted 
connections, finds that the telephone com- 
pany’s mechanism operating faultily has re- 
turned his payment, takes the coin, puts it 


TAXES —The Tax Magazine 





in his pocket, and leaves the store with a 
gratified smile and a quiet conscience. 


“The three factors that dull his moral 
perception in regard to the telephone com- 
pany—they apply with even greater force to 
the government—are size, impersonality, 
and compulsion. He can easily project him- 
self into the grocer’s shoes; the grocer is a 
man like himself with rent to pay and a 
family to feed. But who except a child at 
play or a’ megalomaniac can imaginatively 
perform the functions of a telephone com- 
pany, much less those of a modern govern- 
ment? The sheer size staggers our imagination 
and forbids us in the name of common sense 
to look upon the enormous corporation or 
the still greater government as another, 
interchangeable self. What, after all, is this 
overpoweringly huge entity? If in essence 
it is all the stockholders or all the citizens, 
then how could the loss of a single coin be 
divided among them with any consequence 
that would justify consideration? If it is 
some abstraction apart from these individ- 
uals, then what harm has been done to any 
human interest? Our average American would 
conclude, if he ever thought about the sub- 
ject, that only a machine had been outwitted. 

“Every manager of a large corporation 
knows the influence of size and imperson- 
ality on employees’ and customers’ behavior, 
the dissipations of supplies, the incessant 
peculations, the strange relaxation of ordi- 
nary decencies and scruples. What, more- 
over, is the history of all the armies and 
navies that the world ever bore but an un- 
relieved narrative of theft, plunder, and 
titanic waste? As soon as the owner be- 
comes too large or too impersonal to permit 
an imaginative interchange with him, even 
very honest men may act as though they 
were blind to his rights. And these factors, 
serious in themselves, are intensified when 
the entity is an identified source of com- 
pulsion: the telephone company with its 
legalized monopoly coerces one to deal with 
it alone and slams the gates of individual 
choice; still worse, the government does not 
even inquire whether one desires the mani- 
fold services for which it sends its imperious 
bill. How can conscience possibly liken the 
government to a corner grocer? 

“We are about to show that it can. But 
by way of summary let us first note these 
three basic observations: {1) So many tax- 
payers will always be disposed to cheat that 
only the justified fear of detection and im- 
prisonment will insure fair remittances from 
them and prevent them from shifting their 
tax obligations to honest men’s shoulders. 


Books 


(2) We should not judge what American 
taxpayers ought to do merely by observing 
what they actually do. (3) But on the other 
hand if we should adopt a rule of moral 
rigor and completely fail to take into ac- 
count the things taxpayers do in the way of 
amateur tax-cheating, we should wind up by 
inflicting Draconic measures on the citi- 
zenry, alienating them from their govern- 
ment, and exacerbating the very evils we 
set out to reduce. For millennia, the civil- 
ized world has endeavored to mark off and 
separate meum from tuum and has met with 
very indifferent Now appears a 
mendicant new aspiration that the mass of 
men accord the same measure of respect to 
nostrum, It is not impossible that ultimately 
they will learn to do so, at least if the 
official personnel improve a great deal in 
quality and intelligence. But, as matters 
stand, it will be a long time before any Sec- 
retary of the Treasury can recommend dis- 
mantling the federal penitentiaries.” 


success. 


That.is rather a long quotation from the 
book, but it shows the author’s lucid style 
and his deep knowledge of human nature. 


unpopular—always 
The higher 


Of course, taxes are 
have been and always will be. 
taxes go, the taxpayers seem to de- 
velop a Cainish attitude, and the more 
governments develop an antithetical viewpoint. 


more 


Frequently, the author turns to that basic 
of all books for illustrations with a modern 


meaning. There is his story of Abraham 
negotiating with the Lord for the city of 


Sodom. The author also likens King David 
to a modern self-dramatist. 

Some writers think that we are playing 
out our moral rope and giving in to the 
pull of concupiscence at the other end, 
pointing to statistics of the divorce rate 
and juvenile and 
flecting the general increase in crime. 
Cahn feel that we are 
in what he calls moral constitution 


those re- 
But 
growing 


delinquency 
seems to 


“The moral commonwealth deserves our 
reverence for remaining as free as it is from 
quantification. It has refused to surrender 
its concern with quality for a mess of arith- 
metical pottage and, by refusing, it has 
saved the individual human spirit from 
dissolving into the conglomerate mass. In 
saying that 
ten times as 
good 


basis for 
worth 
one 


there is no 
ten good decisions are 
much as What is 
worth? It may be transient and ineffectual; 
or it may be so charged with inspiration 
that it reaches the loftiest moral plane. The 
test of moral value will always be qualita- 
tive. 


morals, 


one. decision 


When, for example, any human being, 
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however obscure, decides to follow the more 
benevolent of the courses presented before 
him, the dynamic good in his choice ex- 
plodes and penetrates through all the com- 
munities of men. By merely seeking to 
ascertain what is righteous we can bring the 
quality into existence, where it persists until 
we learn, as we may, to form still more 
humane decisions,” 

The author yearns for more men like 
Learned Hand “and the full benefit of his 
mature and chastened wisdom.” Perhaps 
the author means to say that our law is 
growing in moral constitution and, happily, 
it may lead to higher levels of individual 
moral constitution. Like Alfred Hitchcock’s 
delightful TV dramas, a conclusion is not 
spelled out to the final letter, but leaves the 
reader thinking and with a vision that, in 
infinite perspective, two parallel lines will 
converge to the vanishing point of truth. 


Retailers’ Tax Handbook 


Retailers Manual of Taxes and Regulations. 
Edited by Gladys M. Kiernan and Arthur Pite. 
Institute of Distribution, Inc., 25 West 
43rd Street, New York 36, New York. 
Thirteenth edition, 1956. 392 pages. $10. 

In the thirteenth edition, this compilation 
of up-to-date federal and state laws affecting 
retailers contains summaries of all pertinent 
laws for the 48 states and the District of 
Columbia. This handbook of information 
for every retailer includes information on 
sales, occupational and excise taxes; state 
chain store taxes; federal and state trade 
practice regulations; state business and oc- 
cupational restrictions; wage and hour regu- 
lations; labor relations laws and payroll 
taxes, unemployment and disability benefits 
and workmen’s compensation; and federal and 


state taxes on property, income, and profits. 


Tax Procedures 
J. K. Lasser’s Handbook of Successful Tax 


Procedures. Simon and Schuster, Inc., Rocke- 
feller Center, 630 Fifth Avenue, New York 
20, New York. 1956. 276 pages. $4.95. 

This is a book directed primarily at a 
popular market. It contains information that 
tax men already have. Perhaps it’s the kind 
of a book a client might buy to learn some- 
thing of what his tax man does, 


National Tax Association 


the Forty-eighth Annual 
Edited by Ronald 
National Tax Association, Box 


Proceedings of 
Conference on Taxation. 


B. Welch. 
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1799, Sacramento 8, California. 1956. 634 


pages. $10.50. 

This book contains the papers which 
were presented at Detroit, Oetober 18-21, 
1955. The general sessions covered a wide 
area of taxation. The first general session 
dealt with taxation of business in Michigan; 
the second with financing highways; the 
third with the defense program and fiscal 
policy; the fourth with the resolutions and 
conclusions of the conference and the fifth 
general session dealt with intergovernmental 
fiscal problems. 

Within these general sessions discussion 
groups, designated as round tables, were 
conducted. The first round table dealt 
with the valuation of public utilities; the 
second with taxes and user charges in gov- 


ernment finance; the third with tax missions 
to foreign countries; the fourth with prop- 
erty tax alternatives and controls; the fifth 
with federal tax problems; the sixth with 
the functions and services of taxpayer re- 


search organizations; the seventh with the 
taxation of cooperatives; the eighth with the 
equalization of property tax assessments; 


and the ninth round table discussed state 
income tax problems. 


Tax Institute 


Fifth Annual University of Denver Tax 
Institute. University of Denver, Denver 2, 


Colorado. 1956. 149 pages. 


This is a collection of the papers pre- 
sented at the annual tax institute, which 
was held on September 21, 22 and 23, 1955, 
at the University of Denver. Centering 
around the theme, “The 1954 Internal Rev- 
enue Code: A Second Look,” the speakers 
and papers were the following: Waymon 
G. Peavy, “The Formation and Termination 
of Partnerships”; Howard W. Rea, “Per- 
sonal Life Insurance and the Federal Estate 
Tax”; Mark E. Richardson, “Choosing the 
Form of Doing Business”; Leslie H. Wald, 
“The Net Worth Theory in Fraud Cases”; 
Jack D. Kingsolver, “Contributions, Inter- 
est, Taxes and Medical Deductions”; Gor- 
don J. Raab, “Alimony, Child Care, 
Exemptions and Dependents”; Sam Butler, 
“Wage Contribution Plans and Retirement 
Income”; Harry Graham Balter, “Re-evalu- 
ation of Tax Adviser’s Role in Situations 
Where Fraud May Be an Issue”; Donald 
W. Roe, “Introduction to Tax Problems of 
Uranium”; Walter E. Dalby, “Tax Prob- 
lems of Uranium Exploration and Develop- 


ment on the Colorado Plateau”; Stanley L. 
Drexler, “Tax Problems: Disposals of 


Uranium Interests.” 
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Articles 


Extra Compensation 


This is a review of ‘‘Glamorous Fringe 
Benefits,"’ by S$. Ralph Jacobs. Boston 
University Law Review, Spring, 1956. 
The author is a Boston attorney. 

When the Commissioner of Internal 
Revenue, in his testimony before the Kean 
Committee, was asked whether the Service 
checks every wedding reception, he replied: 
“No, I would not want to say we check 
every wedding; but any large expenditures 
of money for things, such as lavish living. 
We know today it is pretty hard for any- 
body, no matter what their income, to 
spend money freely except out of capital 
or by finding scme way to get it out of 
their taxes. We are aware of the fact we 
have a 50-50 chance in most cases of lavish 
expenses of finding some little episode and, 
not overlooking any bets, except to the 
extent we do not have manpower enough 
to see everything that goes on, we try to 
keep abreast as much as we can.” 

In order for the employer to be entitled 
to a deduction, the expenditure must be 
an ordinary and necessary business expense. 
If the expense is for salary or other com- 
pensation it must be a reasonable allow- 
ance as expressly provided in Section 
162(a)(1). If the expense does not repre- 
sent compensation, it, nevertheless, must 
be reasonable even though the Code con- 


tains no requirement of reasonableness. At 
least this requirement of reasonableness 


was added to ordinary and necessary busi- 
ness expense in the Lincoln Electric Com- 
pany case, 176 F. (2d) 815 (CA-6, 1949). 
However, the reasonableness was applied 
to the concept of the business expense 
independent of the compensation in making 
the determination. This was so even 
though the expenses in the Lincoln Electric 
Company case were very much like com- 
pensation, to wit: annuities and profit 
sharing. 


Articles 


Digests and Comments 
from Other Periodicals 


oo + Staff Prepared 


The article also studies the theories that 
apply to the employee recipient of the 
benefit. Some are reported to be but the 
converse side of the coin that was applied 
to the employer. 

The author discusses 
getting the added compensation to be 
declared a gift, and states that “if the 
recipient of a personal benefit is unable 
to maintain he received a gift, he may 
suggest the benefit conferred was for the 
‘convenience of the employer’ 


the difficulties in 


“The simplest of all theories, where an 
employee is involved,” the author says, “is 
that the payment is compensation. Thus, 
where a corporation acquired and main- 
tained an automobile for the use of its 
principal officer in his conduct of business 
the court determined that ‘ the 
equivalent of 10% of the cost of operating 
the auto and 10% of the depreciation for 
1941 was properly included in his income 
as additional compensation from Brass 
Rail, being the approximate value of his 
personal use of the car.’ (Rodgers Dairy 
Company, 14 TC 66 (1950).) 

“It is interesting to note that the Com- 
missioner determined that 40 per cent of 
the automobile expenses and depreciation 
were for business use and 60 per cent per- 
sonal, disallowed the personal portion to 
the corporation and assessed the 60 per 
cent to the officer as compensation. In 
fact, he treated the personal use as a 
dividend. 

“The dividend theory, as indicated, is the 
most treacherous for our tax voyageur. It 
was recently applied to an individual who 
allocated substantial expenses of maintain- 
ing his farm to a corporation he controlled. 
The corporation also purchased machinery 
and equipment for use on the farm. The 
farm expenses were added to his income 
but not the cost of the machinery and 
equipment. (Louis Greenspon, 23 TC No. 
19, CCH Dec. 20,629 (1954), affirmed (CA- 
8, Feb. 2, 1956).)” 
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Bail-Out Provisions Need Revision 


This is a review of ‘‘Bail-Outs and the 
Internal Revenue Code of 1954," by 
John H. Alexander and William 8B. 
Landis. Yale Law Journal, June, 1956. 


The authors are New York attorneys. 


A bail-out is an attempt to use corporate 
funds to provide for shareholder payments 
taxable at favorable capital gains rates 
without adversely affecting the shareholder's 
relative interest in the corporation. Prior 
to the 1954 Code, a bail-out might theoreti- 
cally take one of two forms: an upgrading 
of a proportion of each shareholder’s stock 
into bonds or other securities through the 
medium of a tax-free exchange and a sub- 
sequent disposition of the securities through 
sale or redemption; or a similarly propor- 
tionate upgrading of a common stock 
interest to a preferred stock interest by 
means of a stock dividend or a tax-free 
exchange followed by sale and, ultimately, 
redemption from the purchaser. 


The 1954 Code adopts a rather simple 
and effective barrier to any bail-out possi- 
bilities inherent in upgrading a stockholder 
interest to a creditor position. It is argu- 
able that the risks to the revenue under 
prior law were not sufficiently great to 
justify treating securities received in re- 
spect of stock as boot in practically all 
cases, but the statutory expression of the 
Congressional policy is relatively clear and 
should not lead to prolonged litigation or 
a period of uncertainty as to interpretation. 


The preferred-stock bail-out provisions 
in Section 306, however, should be modified 
in a number of particulars. The most 
troublesome problems are those presented 
by reorganizations and separations. The 
ideal in this area would be to allow maxi- 
mum freedom for legitimate corporate re- 
adjustments and minimum opportunity for 
conversion of corporate earnings to capital 
gains through the preferred-stock bail-out 
device. It is believed that the present stat- 
utory language permits a reasonable ap- 
proximation of this ideal, and that the 
Treasury regulation should be revised to 
achieve such an approximation. The cash- 
substitution test should be eliminated and 
replaced by an interpretation that would 
allow the use of preferred stock except in. 
those cases where its issue truly resembles 
a stock dividend. In the absence of such a 
change, the statutory language should be 
amended to make it clear that preferred 
stock received in reorganizations and sepa- 


708 


October, 1956 ®@ 


rations is Section 306 stock in those cases 


ewhere it is in substance a stock dividend 


having bail-out potentialities, and only in 
those cases. A further desirable amend- 
ment of the statute would be to authorize 
the Commissioner of Internal Revenue to 
grant rulings exempting stock from Section 
306 at the time of issue. 


Invest and Save 


This is a review of ‘‘Canadian Invest- 
ment Companies and Tax Savings,"’ by 
Leonard Bruce Boehner. 
Journal, June, 1956. 


The author is a New York City attorney. 


National Tax 


In recent years American investors have 
had their attention called to a new invest- 
ment medium, the 
company. 


Canadian investment 

As Canadian corporations owned by non- 
residents of Canada, these investment com- 
panies pay a maximum Canadian income 
tax of 15 per cent; if they receive no in- 
come other than dividends from Canadian 
companies, they pay no Canadian income 
tax. Since the companies plan to accumulate 
all income, the American shareholders— 
and over 85 per cent of the shareholders 
are probably Americans—will pay no 
United States tax on dividends received. 
As income is received and reinvested by 
investment companies, the value of their 
shares will presumably increase. When the 
American shareholder realizes this incre- 
ment by selling his shares, he will pay only 
the tax on capital gains at a maximum rate 
of 25 per cent, not the higher tax on ordi- 
nary income. 

Because Canada has no equivalent to the 
United States accumulated earnings tax, its 
laws present no barrier to a fund’s retaining 
all of its income. 

The investment companies may choose 
between two alternatives as to tax treat- 
ment under Canadian income tax provi- 
sions; they may elect to be taxed as a 
nonresident-owned investment company, or 
to be taxed as any other Canadian 
poration. 


cor- 


Section 70 of the Canadian Income Tax 
Act sets forth the requirements which a 
company must meet to be classified as a 
nonresident-owned (NRO) investment com- 
pany. If these requirements are met, all 
income is taxed at 15 per cent. 


TAXES —The Tax Magazine 





If dividends constitute more than 70 per 
cent of the investment company’s income, 
it can best minimize taxes by electing to 
be treated as an ordinary corporation. 
These figures are only rough approxima- 
tions because of the stepped tax rates 
applicable to corporation income, and also 
because of the 15 per cent tax on redemptions. 


The tax on redemptions works in this 
way. For simplicity, assume that the com- 
pany consistently elects to be taxed as an 
ordinary Canadian corporation. It will pay 
no tax when the income is received; but 
when a shareholder turns in his shares for 
redemption, the shareholder will be taxed 
15 per cent of his share of the accumulated 
income. Shareholders can avoid this tax 
by selling their shares on the over-the- 
counter market, rather than having their 
shares redeemed 

The 


one other 


investment company must consider 
factor—the foreign tax credit— 
in determining whether to elect being taxed 
as an NRO company or as an ordinary 
corporation, If the company elects to be 
taxed as an ordinary corporation, . any 
shareholder redeems his stock and 
pays the 15 per cent tax on redemptions 
will have the benefit of the United States 
foreign tax credit under Section 901 of the 
Internal Code of 
the requirements of 


who 


1954, providing 
904 are met 
under Section 164). 
This tax credit should be available to the 
shareholder, since Section 106(1)(a) of the 
Canadian Income Tax Act imposes the tax on 


Revenue 
Section 
(or the tax deduction 


the shareholders, although the corporation must 


withhold the tax under Section 109(1). 
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On the other hand, if the investment 
trust elects to be taxed as an NRO invest- 
ment company, a 15 per cent tax is payable 
on the yearly income, and when the share- 
holder redeems his shares, a 25 per cent 
tax on the capital gain is payable to the 
United States, resulting theoretically in a 
35 per cent over-all tax on the earnings. 
Consequently, the shareholder in a com- 
pany being taxed as an NRO company 
emerges with less money in his pocket, 
assuming the fund’s interest income does 
not greatly exceed 30 per cent of its total 
income and, also, that the capital gain on 
redemption is approximately equal to the 
stockholder’s 


share of the retained earnings. 
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Continued from page 692 


This test would eliminate the difficult 
problem of whether debt to outsiders is to 
be included in the computation of the ratio.” 
Moreover, it would be consistent with the 
Supreme Court dictum requiring a material 
amount of capital.” Yet, in refusing to im- 
pose an upper limit on debt, it would avoid 
the arbitrarily rigid and economically un- 
realistic application of a uniform ratio. 

Until such suggestions for revision of the 
law are adopted, the practitioner must tread 
warily in this area. The decisions are con- 
flicting, and do not chart a clear course. 


They do suggest, however, that where other 
considerations permit, the tax adviser should 
take advantage of any existing unrealized 
appreciation by having the corporate books 
show the written-up values or, at the least, 
by securing appraisals documenting such 
appreciated values. With an eye to the im- 
portance of existing good will and other 
intangibles in establishing the validity of 
corporate debt, owed to stockholders, he 
should take all possible steps to have the 
value of these intangibles reflected in docu- 
mentary form. 





“See Isidor Dobkin, cited at footnote 17: 
The Colony, Inc., cited at footnote 41, in which 
loans from outsiders were included in computa- 
tion of the ratio. Cf. Fuchs, cited at footnote 6. 


Articles 


[The End] 


John Kelley Company v. Commissioner, 
cited at footnote 8. See footnote 19. 





WASHINGTON TAX TALK—Continued from page 662 


districts will also assign one or more con- 


ferees to assist the coordinator.” 


In smaller districts, it is planned to as- 
sign the co-ordinating job to a competent 
audit-division official as an adjunct to his 
regular duties. 


The responsibilities of the co-ordinator 
will include the reviewing of informal con- 
ference notification letters in those cases 
in which the taxpayer has requested an 
informal conference, and the assignment of 
these conferences to appropriate audit-divi- 
sion personnel, 

Commenting on the future procedure for 
assigning conferences, the Commissioner 
stated: “We expect that requests for in- 
formal conferences on run-of-the-mill cases 
will continue to be assigned to the examin- 
ing officer’s group supervisor as under the 
present procedure. However, the coordina- 
tor will make other arrangements, where 
necessary, to achieve an informal confer- 
ence to the best interests of both the tax- 
payer and the Service. 

“The examining officer’s group supervi- 
sor is not likely to be the conferee in large, 
time-consuming cases characterized by a 
multiplicity of difficult issues. The coordi- 
nator will also consider other factors in 
deciding the appropriate conferee to assign 
to each case, such as representations made 
by the taxpayer and his representatives, the 
group supervisor’s recommendation, and 
other related information.” The goal of the 
Service, as noted by the Commissioner, is 
to provide flexibility, gearing the qualifica- 
tions of the assigned conferee to the com- 
plexity of case. 


One of the duties of the conference co- 
ordinator will be to give technical advice 
to conferees. He also will take over as 
conferee in the more difficult cases or in 
those involving issues in which he is particu- 
larly qualified. In addition, it will be up 
to him to achieve technical uniformity in 
informal conference cases involving the 
same or similar issues. All formal protests 
filed by taxpayers will be screened by him 
for the purpose of deciding whether further 
action is required by the audit division prior 
to referral of the case to the appellate 
division. 


Concluding his discussion of the new pro- 
cedure, the Commissioner stated: “I con- 
sider the revision of the informal conference 
machinery one of the most important pro- 
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cedural developments of the year. We 
sincerely hope and expect that the new 
system will enable us to render better 
service to you, and to your client and ours, 
the taxpayer.” 


Slowness in issuing regulations explained. 
—‘“Frankly, we underestimated the size of 
the job” and “were too optimistic in some 
public announcements concerning our time 
schedule,” confessed Commissioner Har- 
rington regarding the Service’s slowness 
in issuing regulations under the 1954 Code. 
The confession was made in the second 
part of his speech before the American 
Bar Association’s Section on Taxation at 


Dallas. 


Explaining thé slowness, the Commis- 
sioner noted that the Code, itself, was two 
years in preparation, took an estimated 
500,000 hours’ work and comprised 928 
pages in official print. The Commissioner 
said that with the adoption of the Code, 
the work of the Service’s technical people 
had only begun: “We had the tremendous 
task of translating the broad general prin- 
ciples outlined therein into specific regula- 
tions, calculated to meet the myriad of 
special situations and problems of the many 
millions of taxpayers.” 

“T shall not undertake to discuss in de- 
tail the labor pains in the Birth of a Regu- 
lation,” continued the Commissioner. “There 
are the processes of planning, of research, 
of drafting and redrafting, of review within 
the Revenue Service, and by the Tax Divi- 
sion of the Analysis Staff and the Legal 
Advisory Staff of the Treasury Department.” 

Careful as tax-ruling obstetricians, Service 
personnel are also painstaking pediatricians. 
The Commissioner noted the further draft- 
ing, redrafting and reviewing that follows 
the publication of the tentative regulation 
and the consideration of public testimony 
until the regulation takes final form as a 
Treasury decision. 

Where does the Service stand regulation- 
wise? According to the Commissioner, the 
“total number of Treasury Decisions planned 
currently is now placed at 134. Of this total, 
37 have been completed and published in 
final form. Another 37 are outstanding 
under notice of proposed rule making, and 
60 are still in the process of development.” 


The Commissioner said that the program 
is gaining momentum, that the Service is 
fully conscious of the urgency of the work 
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and will “continue to press the regulations 
program with all diligence.” 


Refunds to post-September foreign 
travelers approved.—Persons who are 
planning foreign trips in October or there- 
after should not pay for their tickets in full 
prior to October 1, since that is the day 
that Public Law 796, exempting such travel 
from the transportation tax, becomes effective. 
Persons who have already paid for their 
planned October trips are, theoretically, not 
eligible for a rebate of the tax. However, 
recent Revenue Ruling 56-457 clears the 
air on this. Under the ruling, transportation 
companies may take cancellations of the 
tickets from the prospective travelers, re- 
funding the entire purchase price and the 
tax paid, withholding part of the amount 
as a “deposit” on the October repurchase 
of the same transportation. This would 
keep the passengers’ reservations alive and 
would also permit them to take advantage 
of the cut in the tax. One caution must be 
observed: The amount withheld by the 
transportation company can be only that 
“normally” required by it as a deposit to 
hold reservations. The new ruling also 
benefits travelers who commenced their 


foreign journeys prior to October 1, pur- 
chasing round-trip tickets, but who have 
not started their return trips before that 


date. Such passengers may cancel their 
return trips and get a refund on their 
round-trip tickets of the amount in excess 
of the one-way fare, plus the tax, for the 
out-bound trip, using the refunded sum to 
purchase a one-way ticket home. 


State tax refund.—What procedure does 
the cash-basis taxpayer follow when he 
receives in a taxable year a.refund on state 
income tax which he had previously de- 
ducted on his federal tax return? Recent 
Revenue Ruling 56-447 states that the state 
tax refund is excludable from gross income 
in the year received to the extent that the 
prior deduction did not result in a tax 
benefit for the year of deduction. For 
example, a taxpayer with adjusted gross 
income of $1,700 for 1954 with allowable 
itemized deductions of $1,200, including $200 
state income taxes, and entitled to one $600 
personal exemption, would have received 
a tax benefit of $100 by deducting the $200 
state income tax, because without such de- 
duction he would still have taxable income 
of $100. If the entire amount of state 
income tax paid in 1954 was refunded to 
the taxpayer in 1955, $100 would be in- 
cludable in gross income for that year and 
$100 would be excludable. A taxpayer who 
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used the standard deduction in the earlier 
year would not have to include any part 
of a state tax refund for that year as in- 
come on the federal return for the year 
the refund was received. 

Timber gains and losses——The recent 
Revenue Ruling 56-434 concerns a timber 
owner (taxpayer) who was getting both 
sawtimber and pulpwood from his holdings 
and wanted to obtain certain tax advan- 
tages therefrom. 


The taxpayer, a lumber manufacturer, 
had cut certain trees of sawlog size and 
converted them to his business, leaving 
tree tops and limbs lying on the ground. 
He had owned the trees for more than 
six months prior to the taxable year in 
which they were cut. Then he licensed 
an independent contractor to cut pulpwood 
at certain rates per cord from the tops and 
limbs left on the ground; he also licensed 
the contractor to cut designated standing 
trees for making into pulpwood. 

Since he retained an economic interest 
he claimed the benefits of Section 631(b) 
for income from the cutting of the standing 
trees by the contractor. He also claimed 
Section 631(b) benefits with respect to 
income received for pulpwood cut from the 
tops and limbs of the sawtimber trees; but, 
if these benefits were not granted, he 
claimed that he should be able, under 
Section 631(a), to add the income received 
to the fair market value of the standing 
sawtimber trees cut by him. 

His first claim was approved, but his 
second claim and its alternative were not. 


Section 631(b) of the Code provides that 
where a taxpayer disposes of timber, owned 
by him and held for more than six months 
before disposal, under a contract whereby 
he retains an economic interest in the 
timber, such disposal shall in effect be 
considered a sale or exchange of timber. 
Any gain or loss realized would then be 
subject to capital gain or loss treatment 
under Section 1231. The Service held 
that Section 631(b) benefits apply only with 
respect to the standing pulpwood cut by the 
contractor and not to the pulpwood cut 
from the tops and limbs of the trees felled 
by the taxpayer, since in the latter case 
there was not a disposal of standing trees 
(timber). 

When a taxpayer has owned timber, or 
has held a contract right to cut timber, for 
more than six months prior to the beginning 
of the taxable year in which it is cut, he 
may, under Section 631(a), elect to treat 
his cutting of the timber as a sale or ex- 
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change. For this purpose, gain is figured 
as the excess of the fair market value of the 
timber over its adjusted basis. Fair market 
value is determined as of the first day of 
the taxable year in which the timber is 
cut; and is thereafter considered the tax- 
payer's such cut timber for all 
purposes for which cost is a necessary 
factor, including the determination of gain 
or loss on any subsequent sale of the timber 
products. The gain or loss on such sub- 
sequent sale is treated as an ordinary gain 


or loss. 


cost of 


The usual method of determining fair market 
value of standing timber is based on cur- 
rent transactions in similar timber expressed 
in unit value per 1,000 board feet for saw- 
timber. Usually, all of the purchase price 
is allocated to the sawtimber content of the 
standing tree, and nothing to tops and 
limbs, even though they may be usable 
for pulpwood. When fair market value of 
timber cut under Section 631(a) is, deter- 
mined by using the sawtimber unit value 
established by similar transactions in which 
all of the value has been allocated to the 
sawtimber, no additional value is allowable 
for the pulpwood in the tops and limbs, the 
ruling held. In such cases, the taxpayer 
would not be permitted to increase the 
fair market value for purposes of Section 
63l(a) by any part of the amount he re- 
ceives from a pulpwood contractor for pulp- 
wood in the cut tops and limbs. 


The ruling considered the probability that 
the amount determined for the sawtimber 
content does not reflect the full fair market 
value of the tree. It said that when such 
tree value cannot be determined from 
comparative transactions, the additional fair 
market value of the tops and limbs in the 
standing tree can be determined by ap- 
praisal. However, in such appraisal, it 
should be realized that the selling price of 
the top and limbs on the ground represents 
principally a converted cost. To properly 
measure such cost, the top and limbs must 
bear a fair share of all expenses incurred 
in felling and processing the tree, including 
road construction costs, to the stage where 
the top and limbs are available for the 
extraction and hauling of the pulpwood, 
plus a fair allowance for operating profit 
up to that point. Therefore, the ruling 
states, any additional fair market value 
assignable to the tree with respect to the 
top and limbs would be represented only 
by the excess of their sale price over their 
cost. 

The ruling held, in the light of the above 
discussion, that “section 631(b) benefits are 
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applicable only to the disposal of standing 
trees (timber) held for more than six 
months before disposal, under a contract 
whereby the economic interest is retained, 
and that the section does not apply to 
income received from the sale of tree tops 
and limbs lying on the ground. It is 
further held that section 63l(a) benefits 
are applicable to the entire standing tree 
cut by an owner or holder of a contract 
right to cut, since a tree top and the limbs 
are an integral part of the standing tree. 
However, the total fair market value of 
such tree, which must be determined for 
the purposes of section 631(a), is not repre- 
sented by the sum of the sawtimber and the 
amount received for the pulpwood after the 
tree was felled, but is merely the value of 
the standing tree. Therefore, the total 
amount received from the sale of the tops 
and limbs should be included in income as 
amounts received from the sale of goods.” 


No gain or loss from refunding of munici- 
pal bonds.—The City of San Antonio, 
Texas, exchanged unmatured 5% per cent 
Water Works Gold Bonds for 5% per cent 
Revenue Bonds in the same amounts and 
maturing serially in the same years. Reve- 
nue Ruling 56-435 holds that the trans- 
action does not create a new debt but 
results in a continuation of the existing 
indebtedness. Therefore, there was no “ex- 
change” of property under Section 1002 of 
the 1954 Code giving rise to recognized 
gain or loss to the bondholders, and such 
refunding does not otherwise result in 
taxable income, provided that both 
of bonds are of equal fair market 
on the date of exchange. 


types 
value 


Small Business Tax Relief 


The President’s Cabinet Committee on 
Small Business has recommended tax relief 
for small businesses. Specifically, it has 
recommended that the tax rate on the first 
$25,000 of corporate income be reduced 
from 30 per cent to 20 per cent, leaving 
unchanged the rate on income in excess of 

25,000. The committee also recommended 
the extension of the accelerated deprecia- 
tion formula for purchases of used property 
not exceeding $50,000 in any one year as 
an aid to small and new businesses; the 
offering of an option to corporations with, 
say, ten or fewer stockholders to be taxed 
as if they were a partnership; and the giving 
of an option to a taxpayer of paying estate 
taxes over an extended ten-year period 
where the estate consists largely of invest- 


ments in closely held businesses. 
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Acq. and Non-acq. 


Decedent's Contracts 
SIR: 

I have read with interest the excellent 
article by Mr. Lawrence Bilder in the Au- 
gust issue of TAXEs on the subject “Death 
3enefits Paid Under an Express Contract.” 
I agree that the conclusion which has been 
drawn by Mr. Bilder from his analysis of 
the various sections discussed in the article 
is one which would be drawn by any lawyer 
or educated layman. However, a word of 
caution is extended by the writer to those 
practitioners who, on the basis of such con- 
clusion, might be lulled into thinking that 
a contract between a decedent and his em- 
ployer for the payment of sums to the 
decedent’s beneficiary under which the de- 
cedent had no interest during his lifetime 
and his estate none upon his death would 
of a certainty escape taxation as part of the 
decedent's gross estate 

I have in mind the situation where an 
employee enters into a contract with his 
employer for the payment by the latter to 
the employee’s widow of a fixed amount 
over a period of years or at one time. The 
sole consideration as expressed in the agree- 
ment is the employee’s promise to continue 
in employment until his death. 
no contributions by him. In 


There are 
such a con- 
tract, note that no sum of money is paid 
by the decedent as consideration for the 
employer’s promise, nor does the decedent 
during his lifetime receive any payments; 
assume, also, that taxability under the other 
sections discussed by Mr. Bilder is ruled 
out. Despite the fact that none of the ele- 
ments required for taxability under Section 
2039 is that the 
neither receiving an annuity or other pay- 
ment durinjg his lifetime or possessed at the 


present, in decedent was 


time of his) death the right to receive such 
annuity or payment (Section 2039(a)), the 


Treasury Department may, nevertheless, 
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take the position that the payments to the 
widow constitute part of the 
gross estate. 

The caveat that taxability might result 
despite the absence in the situation of any 
of the requisites for taxation clearly spelled 
out in Section 2039 is sounded in the com- 
mittee reports on that section. After stat- 
ing that the purpose of the new section is 
“to make it clear” that it applies “to con- 
tracts or agreements under which a lump- 
sum payment was payable to the decedent 
or the decedent possessed the right to re- 
ceive such a lump-sum payment in lieu of 
an annuity,” the committee illustrates its 
point with the following example: 


decedent’s 


“(4) A contract or agreement entered into 
by the decedent and his employer under 
which at decedent’s death, prior to retire- 
ment or prior to the expiration of a stated 
period of time, an annuity or other payment 
was payable to a designated beneficiary if 
surviving the decedent.” 

It will be noted that no comparable lan- 
guage for the example quoted above is found 
in the section itself. In the final draft of 
the statute it appears to have been aban- 
doned. However, following the suggestion of 
the committee quoted above, the instructions 
to the estate tax schedules give the above as 
a type of contract which would be taxable, 
and I believe at the moment that is the 
position of the Treasury Department 

In view of the ambiguity caused by the 
extreme clarity of the language of the stat- 
ute, on the one hand, and the example 
quoted above, on the other, the new section 
will result in much 
situation is clarified 


litigation before the 
Until then, practitioners 
should be wary of assuring either employers 
or employees contemplating 
rangement that it would 
problem to the latter’s 


such an ar- 

result in no tax 

estates 
Freda B. Stoiz 


New York City 
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Tax-Wise 


Meetings of Tax Men 


University of Chicago—The University 
ot Chicago Law School Ninth Annual Federal 
Tax Conference will take place October 24, 
25 and 26 in the Assembly Hall, Prudential 
suilding Plaza, Chicago. The fee is $30. 
The conference is “designed primarily for 
attorneys, accountants, and business execu- 
tives with some experience in tax matters.” 


New York University—Chairmen of the 
various meetings of the New York Univer- 
sity Fifteenth Annual Institute on Federal 
Taxation will include Harry Silverson, 
Jacob Rabkin, Paul Little, Kenneth W. 
Gemmill, Jacquin D. Bierman, George J. 
Brady, Sydney A. Gutkin, John J. Boland, 
Milton Young, Wilbur H. Friedman, 
Adrian W. DeWind, Edwin L. Kahn, 
Albert Mannheimer, Henry Cassorte Smith, 
Carberry O'Shea, Alvin D. Lurie and Boris 
Kostelanetz. 

Among the scores of expert lecturers will 
be Spurgeon Avakian, of Oakland, Califor- 
nia; David Beck and Norman E. Schle- 
singer, both of Newark, New Jersey; Pro- 
fessor Walter J. Blum, of the University 
of Chicago Law School; Arnold R. Cutler, 
of Boston, Massachusetts; Harry Janin, 
Ream V. Miller, Harry F. Weyher and 
Sydney C. Winton, all of New York City; 
Paul P. Lipton, of Milwaukee, Wisconsin; 
Professor Stanley S. Surrey, of the Harvard 
University Law School; and William D. 
Crampton, Edward Rustigan and Raphael 
Sherfy, attorneys in the United States 
Treasury Department, Washington, D. C. 
The institute will be held November 7-16 
at the Hotel Statler, New York City. 
Henry Sellin is executive director. 

Tulane University.——The Sixth Annual 
Tulane Tax Institute is scheduled to take 


place at the St. Charles Hotel in New Or- 
leans, November 14-17. Sponsored by the 
university, the meetings will deal with tax 
problems of interest to attorneys, certified 
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Taxes... 


Tax People... 
Things Taxed... 


public accountants and other tax practi- 
tioners. Advance registrations may be made 
with Peter A, Firmin, Executive Secretary, 
Tulane Tax Institute, Tulane University, 
New Orleans 18, Louisiana. The registra- 
tion fee is $50. Partial registrations are 
available at $20 a day. 

University of Southern California.— 
Registrations are now open for the ninth 
annual institute on federal taxation to be 
held at the University of Southern Cali- 
fornia School of Law, October 17-19. 
Twenty-nine top tax authoritics will speak, 
at the institute, on new regulations under 
the 1954 Internal Revenue Code as they 
affect corporations, partnerships, trusts and 
accounting methods. 

Further information may be obtained from 
the University of Southern California School 


of Law, University Park, Los Angeles 7, 
California. 

Tax Workshop School.—A new, inten- 
sive tax training program has been organ- 
ized by the Tax Workshop School, a nonprofit 
educational institution, under the sponsor- 
ship of the Tax Executives Institute, Inc., 
which—without sacrificing any of the sub- 
stance—will make it possible for tax men 


to complete one full-semester subject in 
graduate taxation in seven school days of 
concentrated training. Classes will be small, 
and they will be conducted in seminar 
fashion, using the effective techniques de- 
veloped by the Tax Workshop School for 
the attainment of skill and judgment in 
taxation. 

This program, which is planned to meet 
the needs of tax men at a distance from 
urban study areas, will consist of two ses- 
sions—the first from October 22 to October 
31 and the second from October 31 to 
November 9—to be held at the Barbizon- 
Plaza in New York City. This two-session 
course features training in depth—the em- 
phasis being placed upon learning, not 
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listening. The tax subjects being offered 
during the first session are Federal Income 
Taxation I and II, State and Local Taxa- 
tion 1, Tax Analysis and Research, and Tax 
Problems of Pensions and Profit-Sharing 
Plans. During the second session, the sub- 
jects which will be offered are Federal 
Income Taxation II and III, Reorganiza- 
tions and Liquidations, Federal Corporate 
Tax Practice, and Income Taxation of 
Decedents, Estates and Trusts. 

The complete cost for each subject 
$100, which covers the tuition fee and all 
other school charges. Write to the Office of 
the Director, Tax Workshop School, 480 
Lexington Avenue, New York 17, New 
York, for further information. 


College of Puget Sound.—On October 
18-20, the College of Puget Sound and the 
Tax Executives Institute, Inc., Western 
Washington Chapter, will hold their third 
annual tax forum at the college. The fee 
is $20. For information and reservations, 
contact D. C. Smith, Tacoma Building, 
Tacoma, Washington. 

University of Alabama.—The University 
of Alabama will hold its tenth annual fed- 
eral tax clinic on Friday, October 19. 
Cosponsors of the clinic are the Alabama 
Society of Certified Public Accountants, 
the Alabama Bar Association and the Uni- 
versity of Alabama School of Commerce 
and Business Administration, Extension 
Division. 


Texas Tax Institute—The Texas Society 


of Certified Public Accountants and the 
University of Houston are cosponsors of 
an institute on taxation at the university 
November 12-14. The program, developed 
with attention to coverage by men best 
qualified to discuss special problems, will 
include speakers from Boston, New York, 
Chicago and Milwaukee. J. C. Hutcheson, 
Jr., chief judge of the United States Court 
of Appeals for the Fifth Circuit, will address 
the banquet session. 

American Woman’s Society of Certified 
Public Accountants.—Newly elected officers, 
to serve for the year 1956-1957, were in- 
stalled in office at the annual meeting of 
the American Woman's Society of Certified 
Public Accountants, in Seattle, Washing- 
ton, from September 19 to September 22. 
Elizabeth Sterling, of Atlanta, Georgia, is 
president of the society. 

California Society of Certified Public 
Accountants.—The society has announced 
a correction in the dates of the San Fran- 
cisco sessions of its annual tax accounting 
conference. The meetings will be held on 
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October 8-9 rather than on October 10-11 
as given in our advance notice. Los An- 
geles dates were correct—October 1 and 2. 
National Tax Association.—The associa- 
tion will hold a conference November 12-16 
at the Hotel Biltmore, Los Angeles. 
Fairleigh Dickinson University.—Fairleigh 
Dickinson University’s third annual tax insti- 
tute will be held on Saturday, November 3, 
on the campus, Rutherford, New Jersey. 
Alvin L. Herald, secretary of the university, 
and Harold Feldman, dean of its school of 
business, are cochairmen of the institute. 
An innovation will be the inclusion of New 
Jersey and New York taxes, as well as 
federal taxes, in its panel discussions. Regis- 


trations will close October 15. For further 
information, write to Alvin L. Herald, Tax 
[nstitute, Fairleigh Dickinson University, 
207 Montrose Avenue, Rutherford, New 
Jersey. 

Public Accountants’ Association of Mis- 
souri.—The association announces that it 
is sponsoring the Third Annual Tax Con- 
ference of Missouri Accountants, to take 
place at the Hotel Governor, Jefferson City, 
Missouri, November 15-17. The registration 
fee is $15. 

West Virginia University—The College 
of Commerce of West Virginia University 
announces that the seventh annual meeting 
of the West Virginia Tax Institute, Inc., will 
be held at the university, at Morgantown, 
October 25-27. Cosponsors with the college 
are the West Virginia Society of Certified 
Public Accountants and the West Virginia 
State Bar. 

Federal Excise Tax Council, Inc.—A 
meeting for the purpose of adopting a pro- 
gram for the coming year will be held by the 
council on October 4 and 5 at the Statler 
Hotel, Washington, D. C. Representatives 
of interested companies are invited to attend. 
Inquiries may be directed to Maurice G. 
Paul, Jr., executive vice president of the 
council, 1001 Connecticut Avenue, N. W., 
Washington 6, D. C. 


Atlantic States 


Income taxes.—Massachusetts law has 
been amended by Chapter 607, Acts 1956, 
effective November 4, 1956, to provide that 
net capital losses may be carried over and 
applied to reduce net capital gains from the 
same sources in each of the three succeed- 
ing taxable years to the extent that such 
amount exceeds any net capital gain of any 


taxable year intervening between the tax- 
able year in which the net capital loss arose 
and such succeeding taxable year. The pro- 
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vision is applicable to net capital losses 
recognized in taxable years beginning after 
December 31, 1955, 


Also applicable to such taxable years is 
Chapter 597’s definition of taxable dividend: 
The word “dividend” as used in Chapter 
62, G. L., means any distribution of property 
made by a corporation, partnership, associa- 
tion or trust, the beneficial interest in which 
is represented by transferable shares, to its 
shareholders, other than a distribution com- 
ing within the terms of Section 1(g¢), Chap- 
ter 62. Every distribution is made out of 
earnings and profits to the extent thereof, 
and from the most recently accumulated 
earnings and profits. 


Sales and use taxes.—Credit for the $2 
license fee required pursuant to Section 
301(e) of the Pennsylvania Selective Sales 
and Use Tax Act should be taken on the 


return for August, due September 30. 

Items dealt with in General Information 
Bulletin No. 18, issued by~-Maine’s bureau 
of taxation, include the following: 

(1) A great many merchants whose sales 
include both taxable and nontaxable items 
have found that classified permits simplify 
reporting under the sales tax law. 

(2) If tangible personal property is pur- 
chased for resale, but subsequently leased, 
a use tax should be paid on it at the rate 
of 2 per cent of the purchase price. Per- 
sonal property which has been leased is 
subject to tax when it is sold by the lessor 
in the regular course of business. 


(3) Building tradesmen—particularly car- 
penters, plumbers and electricians—should 
bear in mind that they generally have an 


option as to how they will operate. Under 
the first method, the carpenter, electrician, 
plumber, or similar contractor acts as a 
consumer paying the sales tax to his sup- 
plier, the same as any other consumer. 
Under the second, the contractor acts as 
a retailer buying his supplies on a resale 
certificate, free of tax, and adding 2 per cent 
to the charges for materials only in the bill 
to his Whichever method is 
used must be consistently followed. 

In Comptroller v. Aerial Products, Inc., 3 
stc § 250-360, decided by the Maryland Court 
of Appeals on July 30, purchases of ma- 
chinery and equipment by a contractor for 
use in the manufacture of supplies for the 
federal government and purchases of prop- 
erty and services for the modification and 
repair of equipment owned by the govern- 
ment and lent to the contractor for use in 
the performance of the contract were held 
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exempt from sales tax. The purchases were 
made in the name of the government and 
for its account, title passing to it directly, 
with no intermediate passage of title to the 
contractor, who was periodically reimbursed 
upon submittal of invoices covering pur- 
chase orders previously approved by the 
government. The contractor, though not 
specifically named in the contract as the 
purchasing agent of the government, was, 
in fact, the purchasing agent and was exempt 
from sales tax on the purchases. 

New York City’s special deputy comptrol- 
ler, in a letter to Commerce Clearing House, 
Inc., stated : 

“It will be appreciated if you will advise 
your subscribers that the form of resale 
certificate for Sales Tax purposes has been 
revised, 

“Resale certificates in the form prescribed 
under Article 26 of the Sales Tax Regula- 
tions promulgated December 29, 1938 may 
be used for transactions for periods prior 
to June 1, 1956. With respect to transac- 
tions on and after June 1, 1956, it is required 
that vendors obtain resale certificates from 
their customers in the form prescribed under 
Article 21 of the Sales and Compensating 
Use Tax Regulations promulgated January 
5, 1956.” (Reported at 4 N. Y. Tax CAsEs 
198-003.) 

Property taxes—The New York Court 
of Appeals, in the recent case of Werking 
v. Amity Estates, Inc., et al., held that al- 
though a foreclosed owner received notice 
of the assessment against his property 
through the mail in compliance with pro- 
visions of Section 69-a of the tax law, the tax 
sale must nevertheless be invalidated where 
taxing officials failed to comply with the 
mandatory provisions of Section 69, relating 
to posting of notice. The court of appeals, 
in reversing the appellate division, pointed 
out that the provisions of Section 137 of the 
tax law, which limit the time for redemp- 
tion after tax sales, do not apply when a 
tax sale is void because of the jurisdictional 
defect of failure to post the notice required 
by law. 


Lake States 


Sales taxes.—The following Illinois sales 
tax rules were revised during August: 

Rule 3, dealing with sellers of machinery, 
tools, and the like, has been changed by the 
deletion of the provision denying the exemp- 
tion granted in paragraph 2 of the retailers’ 
occupation tax act to a producer of a par- 
ticular type of tangible personal property 
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if he bought the property from a third party 
and, therefore, did not produce it himself. 


Provisions concerning opticians who sell 
lenses or other tangible personal property 
to purchasers for use or consumption were 
deleted from Rule 21. That rule now per- 
tains to optometrists and oculists only. 

A vendor of memorial stones and monu- 
ments who contracts for the sale of a monu- 


ment which he employs an independent 


person to produce for him and which he 
sells at retail is no longer subject to the 
retailers’ occupation tax under Rule 25. 
Property taxes.—Reviewing a lower court’s 
judgment for the state, from which a co- 
operative association appealed, the Minne- 
sota Supreme Court, in State v. North 
Itasca Electric Co-operative, Inc., affirmed. 
It ruled that a co-op engaged in the sale 
and distribution of electrical energy in Min- 
nesota must pay property tax on a line ex- 
tending between the point where the energy 
is purchased and substations for distribution 
to consumers, since the line is a transmis- 
sion line rather than a distribution line. The 
company had contended that the line in 
question was a distribution line, subject to 
the per-capita tax in lieu of all personal 
property taxes “upon distribution lines” lo- 
cated in rural areas. It was held that trans- 
mission are those that transfer large 
quantities of electrical energy in bulk from 
one place to another but do not divide or 
apportion it among the consumers. Dis- 


tribution lines are used for the latter. 


lines 


Will taxes never cease? “Uh-huh,” said 
the Wisconsin Attorney General, in an 
opinion advising that housing properties 
acquired by the State of Wisconsin, depart- 
ment of veterans affairs, upon foreclosure 
of mortgages, made to the department under 
the provisions of the veterans housing law 
and the veterans rehabilitation loan law, are 
exempt from local real estate taxes. 

The Ohio Board of Tax Appeals upheld 
the tax commissioner’s valuation of stock 
in a closely held corporation in Decker et al. 
v. Bowers, decided August 9. 
of 21 stockholders of a packing 
company—an Ohio corporation located at 
Piqua in Miami County, Ohio—were con- 
solidated for consideration and disposition. 
The board held that in determining the 
true value in money of nonincome-produc- 
ing stock in a closely held corporation, when 
no recent sales figures or established market 
value is available, the following factors must 
be considered: (1) present character, finan- 
cial and the 
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common 


position hazard of business, 


(2) past experience of the enterprise and 
(3) future prospects of the business. When 
a considerable operating loss appears in a 
given year, the future performance of the 
industry, when prospects appear predict- 
able, is of great importance. Ruling that 
1955 was a good business year in the meat- 
packing industry and that prospects for 


1956 appeared even better, the board upheld 
the commissioner’s valuation of the tax- 
payer's stock. 


In the Ohio case of Young v. Bowers, the 
board held that it does not have authority 
to refund personal property taxes volun- 
tarily paid. The taxpayer cannot claim 
illegal assessment of unpaid taxes and 
penalties—even though he is not a resident 
of Ohio—where he signed, or authorized 
the signing of, Ohio property tax returns 
and failed to file an application for review 
the statutory 


and redetermination within 


time limit. 


Midwestern States 


Sales taxes.—A company engaged in the 
business of selling merchandise at retail 
through coin-operated vending machines, 
owned by it and located at various places 
in Kansas, which make separate sales of 
five-cent and ten-cent items, is subject to 
sales tax upon gross receipts even though 
it has no practical or effective 
collecting the tax from the purchaser and, 
under the terms of the statute, the tax is 
to be passed on to the consumer, The 
state supreme court, in Stevens Enterprises, 
Inc. v. State Commission of Revenue and 
Taxation, also held that the adoption of the 
bracket system (authorized by G. S. 1949, 
79-3619) did not change the retailer’s lia- 
bility to pay a tax of 2 per cent of his gross 
receipts; it recognized that the exact pay- 
ment of the tax without the use of tokens 
would produce a lack of uniformity as to 
the amount collected from the purchaser, 
not the amount the retailer should pay to 
the state, and provided a means of procur- 
ing uniformity. The enforcement of the tax, 
in this situation, is not a denial of due 
process and equal protection of the law. 


means of 


Property taxes.—In Northern Pacific Rail- 
way Company v. Advance Realty Company et 
al., the North Dakota Supreme Court held 
that the assessment of land is based on the 
value of property included in the assessment 
at the time it is made. The tax deed is 
based on that assessment as: shown by the 
tax certificate and passes title to the prop- 
erty as it was at the time of assessment. A 
tax deed based: upon proceedings in which 
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the property is identified by its government 
description after severance of the mineral 
interest covers only the surface of the land. 
Minerals im any particular property should 
be included in the general assessment. 

The Missouri Attorney General, in an 
opinion dated July 12, held that where a 
county board of equalization increases the 
assessed valuation of properties within the 
county, a notice of the action should be 
issued to owners of the property affected 
by the increase. The notice should be pre- 
sented to the taxpayer in person or sent to 
him by mail if his address is known. Notice 
by publication is valid only where the ad- 
dress of the person is unknown. 


Pacific States 


Income taxes.—Legal department abstracts 
published by the Oregon State Tax Com- 
mission, Income Division, advise that: 


(1) A “regular death benefit’ and the 
value of stock held by a decedent as an 
employee-stockholder under an employer’s 
benefit plan are both “income in respect of 
a decedent,” and should be accrued on the 
final return. 

(2) A husband and wife with joint in- 
comes who avail themselves of the hard- 
ship exemption may not be denied the right 
to file separate returns. 


(3) When a contestant pays a considera- 
tion for entering a contest or performs serv- 
ices before or after, the prize is considered 
income, and is taxable. 

(4) The cost of maintaining a handicapped 
child in a school which provides regular 
medical care for such children is deductible 
as a medical expense. 

(5) The statute of limitations does not 
run on a deficiency attributable to the erro- 
neous taking of a foreign tax credit. 

(6) Child-care expense may not be de- 
ducted if the child does not qualify as a 
dependent. 

(7) Gain is recognized when one partner 
receives another partner’s interest in install- 
ment obligations on dissolution of the part- 
nership. 

(8) Loss may be taken on the reposses- 
sion and subsequent resale of a personal 
residence. 


Utilities taxes —On July 12, the Wash- 
ington Attorney General issued an opinion 
which ruled that a public utility district 
which has entered into a lease-purchase 
agreement with an electric cooperative may 
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not report the valuation of the cooperative’s 
system as part of its own, nor may such 
district deduct—for excise tax purposes— 
sales to members of the cooperative. 

In County of San Diego v. San Diego Gas 
and Electric Company, the California District 
Court of Appeal for the Fourth District 
recently decided that in computing gross 
receipts subject to a county franchise fee, 
it is proper to exclude the receipts from 
gas and electricity produced and sold in a 
metropolitan area involving contiguous 
cities. 


Miscellaneous.—The director, State Aero- 
nautics Commission of Washington, requested 
an opinion from the office of the attorney 
general, on the following question: 

“A resident of this state buys a used air- 
plane in another state after March 31 and 
returns it to this state. Is this new owner 
eligible for the Quarterly Excise Tax dis- 
count if at some previous time the said 
airplane had been owned and registered in 


this state?” 


The answer, dated July 13, was in the 
affirmative: The aircraft excise tax may 
be prorated for a part of the year even 
though the aircraft had been owned and 
registered in Washington previously. 

In another opinion (to the prosecuting 
attorney of Klickitat County), the attorney 
general ruled that a Washington individual 
acting as a sales agent for a dealer in Oregon, 
referring sales prospects to such dealer, 
is not required to obtain an automobile 
dealer’s license in Washington. 

The local power to license or tax was 
discussed by the California Supreme Court 
in In re Hennigan, on Behalf of Gritton (on 
Habeas Corpus), decided July 31. The court 
held that where an ordinance requiring a 
permit for the moving of any building or 
structure into a county is amended to pro- 
vide that the regulatory provisions are not 
to apply to the movement of buildings onto 
property not subject to the county building 
code, reapplication of these provisions to 
activities occurring within territory excluded 
by the amendment—for the imposition of 
a fee for revenue purposes—would be to 
ignore the legislative intent. Both the state 
constitution and the business and professions 
code would be violated. 


Southern States 


Income taxes.—The Alabama Supreme 
Court decided on August 2, in the case of 
Sloss v. State, 3 stc J 250-361, that federal 
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income taxes paid by a transferee on a dis- 
solved corporation are not deductible for 
state income tax purposes, The net assets 
of the corporation had been distributed as 
liquidating dividends to stockholders. 


The taxpayer’s contention was that the 
amount paid was for a tax imposed by the 
authority of the United States. However, 
the court decided that “the claimed deduc- 
tion is only allowable when the amount 
paid is for taxes imposed on the person 
paying it, who is the taxpayer on whom 
the tax as such is primarily laid by the 
United States. This taxpayer is not 
thereby subject to pay the amount as a tax 
laid on him but to account as the transferee 
of property which is subject to a lien held 
by the United States, and which is charge- 
able as a tax against another.” 


Louisiana’s Act 433, effective August 1, 
1956, provides for an exclusion from gross 
income for income from discharge of indebted- 
ness incurred or assumed in connection 
with property used in a trade or business 
if the taxpayer makes and files a consent 
to the regulations relating to adjustment 
of basis. Income attributable to unamor- 
tized premium (computed as of the first 
day of the year in which such discharge 
occurred) with respect to such indebtedness 
shall be excluded from gross income; the 
amount of the deduction attributable to 
unamortized discount (computed as of the 
first day of the taxable year in which such 
discharge occurred) with respect to such 
indebtedness shall not be allowed as a 
deduction. 


Governor Long added further to the 
Louisiana Legislature’s 1956 burden by call- 
ing a special session to consider some 27 
items. The session, running from August 30 
to September 10, suspended indefinitely Act 
623, Laws 1956, proposing the repeal of a 
constitutional amendment requiring the ap- 
proval of two thirds of the members of both 
houses of the legislature for tax measures. 
The issue had been scheduled to be sub- 
mitted to the voters at the November 
election. 


Franchise taxes.—According to two opin- 
ions of the Texas Attorney General: 


The proceeds of a sale of capital assets or 
the conversion of capital assets to cash do 
not constitute gross receipts from business 
done for franchise tax purposes. However, 
profits from the sale of capital assets do 
constitute gross receipts. (August 13, 1956.) 

The outstanding notes of a corporation, 
regardless of the purpose for which such 
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notes were executed, should be included 
in the formula for computation of the fran- 
chise tax due by a corporation. (June 28, 
1956.) 


Western States 


Income taxes.—Interest income received 
by a New York corporation doing business 
in Montana from a New Jersey corporation 
may be included in determining Montana’s 
portion of system gross income, under an 
apportionment formula, where the New 
Jersey corporation does practically all of its 
business in Montana and derives practically 
all of its income from Montana operations, 
according to an opinion of the Montana 
Attorney General. 

Another opinion answered the questions: 


“(1) May an insurance company take the 
deduction for reserves required by law set 
forth in Section 84-1502(6), R. C. M., 1947, 
if it is reporting on a separate accounting 


basis: 


“(2) May an insurance company take the 
deduction for reserves required by law as 
set forth in Section 84-1502(6), R. C. M., 
1947, if it is reporting on an apportionment 
basis?” 

The attorney general stated: 


“(1) An insurance company may not take 
any deduction for reserves required by law 
if it is reporting on a separate accounting 
basis. 


“The deduction for reserves may only be 
taken from ‘gross income received by such 
corporation within the year from all sources’. 
If such corporation is reporting on separate 
accounting basis, it is not reporting ‘gross 
income . .. from all sources’, and thus is 
not entitled to take the reserve deduction. 


“(2) An insurance company may take a 
deduction for reserves required by law if 
it is reporting on an apportionment basis. 


“If it is reporting on an apportionment 
basis, it is reporting ‘gross income 
from all sources’ and thus is entitled to the 
deduction.” 


Gross receipts taxes——An opinion of the 
New Mexico Attorney General holds a col- 
lection agency’s gross receipts subject to 
New Mexico tax. Receipts from the fur- 
nishing of credit reports and from the col- 
lection of accounts are part of the gross 
receipts subject to the tax, regardless of 
where the customer or the person from 
whom the account is collected resides. The 
tax is levied upon the privilege of conduct- 
ing business in New Mexico. 
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State Tax Calendar 


The State Tax Calendar includes the re- 
port and payment due dates of important 
taxes—franchise, income and property—for 
the next month. 


ARIZONA: November 5—Property tax first 


semiannual installment due (last day). 


ARKANSAS: November 15—Corporate in- 


come tax second installment due.—Per- 


sonal income tax second installment due. 


CONNECTICUT: November 1—Property 


reports due. 


GEORGIA: November 1—Corporation re- 


gistration statement and fee due. 


IDAHO: November 5—Transient personal 


property reports to home county due. 


tax 


INDIANA: November 5—Property 


semiannual installment due. 


KENTUCKY: November 15—Estimated 


personal income tax third installment due. 


LOUISIANA: November 15—Corporate 
third Per- 


sonal income tax third installment due. 


income tax installment due. 


MISSOURI: November 1—Ad valorem tax 


from utilities due. 


MONTANA: November 30—Property tax 


semiannual installment due. 


NEW JERSEY: November 1—Property 


tax quarterly installment due. 


NEW YORK: November 15—Franchise 


(income) tax second installment due. 


Personal income tax third installment due. 


OREGON: November 15—Property tax 


quarterly installment due. 


TEXAS: November 30—Property tax first 


installment due. 


UTAH: November 30—Property tax delin- 


quent at noon, 


WEST VIRGINIA: November 30—Prop- 
erty tax semiannual installment due (last 
day). 


WYOMING: November 10—Property tax 


semiannual installment due. 


City Tax Calendar... 


November 15—Arisona: Phoenix business 
privilege tax reports and payment due. 
Colorado: Denver sales tax reports and 
payment due. Pennsylvania: Erie em- 
ployer withholding tax reports and payment 
due. Washington: Tacoma occupation tax 
reports and payment due; Seattle occu- 
pation tax reports and payment due. 


November 20—/ouisiana: Baton Rouge sales 
and use tax reports and payment due; 
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New Orleans sales and use tax reports 
and payment due. 


November 25—New York: New York City 
conduit company tax reports and pay- 
ment due; New York City public utility 
excise tax reports and payment due. 

November 30—Ohio: Cincinnati employer 
withholding tax reports and payment due; 
Dayton employer withholding tax reports 
and payment—if more than $100—due. 


TAXES—The Tax Magazine 





Federal Tax Calendar 


November 12 (November 10 is a Satur- 
day)— 

Quarterly return of taxes withheld by 

employers and of excise taxes collected, 

for quarter ended September 30, 1956, 

where timely monthly deposits were 


made with authorized depositary. Forms: 
720, 941. 


November 15— 

Due date of deposit by employer with a 
federal reserve bank or authorized de- 
positary of the amount of (1) income 
tax withheld from wages, (2) employ- 
ees’ tax withheld under Section 3102 
and (3) employer’s tax under Section 
3111 where, during the preceding month, 
the aggregate of such amounts exceeded 
$100. If an employer pays wages to 
agricultural labor subject to taxes under 
(2) and (3), above, he will make a 
separate computation for this group to 
determine whether the $100 minimum 
has been exceeded. (Regulations 120, 
Section 406.606.) Form 450 (depositary 
receipt). 


Due date, by general extension, of returns 
for year ending May 31 in the case of 
(1) foreign partnerships, (2) foreign 
corporations which maintain an office 
or place of business in the United States, 
(3) domestic corporations which trans- 
act their business and keep their records 
and books of accounts abroad, (4) 
domestic corporations whose principal 
income is from sources within the pos- 
sessions of the United States and (5) 
American citizens residing or traveling 
abroad, including persons in the mili- 


tary or naval service on duty outside the 
United States. (Code Sections 6081 and 
6151; Regulations 118, Section 39.53-3 
(a).) Forms: (1), Form 1065; (2)-(4), 
Form 1120; (5), Form 1040. 


Monthly information return of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for the preceding month (Code Section 
6035). Form 957. 


Due date for delivery to local director of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for pro- 
ceeds of sales of stamps sold during 
preceding month. (Regulations 71, Sec- 
tion 113.142.) 


November 30— 

Due date for payment of the following 
excise taxes for October to an author- 
ized depositary, if such taxes reportable 
for October exceeded $100: taxes on 
safe deposit boxes; transportation of 
oil by pipe line; telephone, telegraph, 
radio and cable messages and services; 
transportation of persons ; admissions, dues 
and initiation fees; gasoline, lubricating 
oils and matches; sales by manufac- 
turers, including sales of pistols and 
revolvers; processing of certain oils; 
sales by the retailer; manufacture of 
sugar; transportation of property; and 
diesel fuel. (Regulations Section 477.4.) 
Form 537 (depositary receipt). 





Now on Press... 


1957 U.S. EXCISE TAX GUIDE 


Designed for handy desk or brief case use, this easy-reading explano- 
tion of federal excise taxes as they stand today is well fitted to provide 
prompt, concise answers to everyday questions on all phases of these taxes. 


Helpfully reflected are such pertinent and widely varying topics 
as: new gasoline and tire taxes to finance the $25 billion highway 
program; new truckers’ use tax; retailers’ excise taxes on jewelry and 
luggage; farmers’ gasoline tax refund—affecting over 4 million farmers; 
manufacturers’ excise taxes; new rules on the transportation taxes and 


admissions taxes; and many, many more. 


Supplementing the detailed explanations comprising the main body 
of the text are such workaday features as: tables of excise tax rates; 
lists of excise tax forms by subject matter and number; a Code section 
finding list; filled-in Form 720; and check lists of taxable and nontaxable 
items. 
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